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Internet and the development of electronic commerce transformed the nature of 
commercial activities. It also created significant challenges to taxation principles and the 
relevant authorities. This thesis is taking the approach that electronic commerce should 
be subject to taxation, because despite the unique characteristics it is nonetheless a 
commercial activity. New methods of delivery and digitisation of products raise 
particular problems for principles of consumption tax and for governments failing to 
utilise their tax policies for collecting revenue to subsequently fund welfare initiatives 
and the public sector. This thesis will identify and analyse the challenges presented, as 
well as examine the current regulatory approaches, whether they are primary legislative 
measures or merely “soft law”. The two major actors in this area are currently the 
European Union and the United States; however the approaches between the two have 
been distinctly different. Originally an official “moderator” was not established, which 
drove the OECD to assume the role in an informal capacity. The US did initially take a 
“hands off” approach in relation to electronic commerce taxation and did not 
implement any such legislation at a Federal level. This ended up causing problems to 
online vendors and consumers. However with initiatives such as the Streamline Sales 
and Use Tax Agreement as well as the Marketplace Fairness Act, the US is slowly taking 
more active steps to engage the ongoing developments. On the other side, the EU 
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begun from a different perspective to the US. EU made significant and numerous 
attempts to regulate consumption taxes on online sales. The initiative shown by the EU 
and the nature of the European Single Market meant that the Member States started 
operating on a basis of close cooperation with each other in relation to electronic 
commerce activities and taxation earlier than US States. The new EU rules coming into 
operation from January 2015 identify the point of consumption as the point where tax is 
to be levied and indicates a dynamic European approach, one which could be 
establishing an efficient precedent and potentially followed by many other non-EU 
jurisdictions. This thesis will support the idea for a harmonisation of the tax principles 
relating to consumption taxation. Harmonisation can be seen as a problem in itself due 
to being a rather complex procedure, which becomes more complicated in regards to 
consumption taxation, especially taking into consideration that taxation can be 
indicative as a sovereign aspect of a State. The OECD guidelines on Electronic Commerce 
Taxation in 1998 have set the groundwork in the area and established general directions 
for States. Currently there is a seemingly similar direction EU and the US are heading to, 
which may indicate  the possibility of a harmonised consumption taxation system 
between EU, the US and other participating jurisdictions being perhaps less of a 
regulatory utopia. A harmonised tax system for electronic commerce could promote 
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‘The greatest challenge to a tax regime is its ability to adjust and adapt to a changing 
world. The coming of the age of electronic commerce, the increased mobility it brings to 
business, and the greater flexibility it offers to the way that transactions and 
communications are made is the latest and perhaps the most demanding of these 
challenges’1  
 
New developments, especially when they are related to technological advancements, 
                                                 
1
   “Establishing a Framework to Evaluate Electronic commerce Tax Policy Options", Deloitte & Touche and UC 
Berkeley, 1999  
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are pushing boundaries and potentially changing the landscape of the area. Information 
technology has made significant steps over the last few decades and with that came 
dramatic changes in the legal and commercial world. The technological and social 
progress that came with the development of the Internet presents major changes in the 
way a developed nation and its citizens are conducting their activities online.  Along with 
the Internet came electronic commerce and revolutionised the way commerce is done 
both for the seller and the consumer. Unprecedented tax issues flowing from electronic 
commerce created a new agenda for an online tax regime. The Internet has unleashed 
the creative genius of countless entrepreneurs and has enabled the creation of jobs; it 
has enabled small businesses to reach a global market and it allowed for the expansion 
of large ones to a wider global consumer base, thus significantly increasing the number 
of consumers and sellers operating on the electronic commerce platform.  
 
This thesis will explore the implications of the relationship between electronic 
commerce and taxation, especially focusing on consumption taxes. It is an intriguing 
relationship which poses some exciting questions and challenges for the regulatory 
authorities, when the states are faced with such challenges. This thesis examines the 
various proposals and responses to the challenging landscape of electronic commerce 
taxation, especially consumption taxation where VAT will be demonstrated as better 
16 
 
fitting and more efficient. In the end a proposal will be presented as a hopeful model for 
a better structured and efficient system. 
 
2. The Hypothesis 
 
This thesis is examining the principles behind the relationship of online commerce and 
consumption taxation. The hypothesis of this research is that electronic commerce 
should be subject to taxation, as it is a commercial activity. However, there needs to be 
an evaluation of the best methods and initiatives and harmonisation should be given 
some serious thought as a likely preferred approach forward, in the same way that VAT 
seems the better option for a fitting tax. To the question posed by Basu, “to tax or not 
to tax? That is the question”2 the answer is of course that electronic commerce needs to 
be taxed. If it remains untaxed or taxed incorrectly, there will be significant implications 
for the states due to the increasing value of electronic commerce transactions, and the 
overall economic implications.  
Electronic commerce has been around for long enough for the relevant authorities to be 
able to comprehend and impose taxation on it; it is not new anymore to warrant a 
                                                 
2
 Basu S, (2004) “To tax or not to tax? That is the question. Overview of options in consumption taxation of 




“hands-off” approach.3 However, taxation principles are traditionally rather rigid and 
not easily adaptable, especially when faced with a different commercial reality, which e-
commerce presents. The thesis will be examining the relationship VAT and consumption 
taxes have with e-commerce. Due to the nature of the Internet and its lack of 
boundaries it can raise a number of legal concerns when looked at from a tax and 
commercial perspective, especially for the authorities.  The regulatory authorities may 
need to face certain challenges going to the centre of the debate. The emphasis could 
be looking into the actual transaction, which can either be characterised as good or as 
service, something dependent on the different approaches taken by different States to 
tax based on the place of supply or the place of consumption. 
 
This research deals with electronic commerce and taxation, and the interaction of the 
two. It is trying to examine the problems arising from that relationship and whether 
there can be a way to resolve them or facilitate easier transactions online, for customers 
and online traders as well as governments. So the important question raised is how does 
e-commerce interact with the relevant consumption taxation principles and how should 
it be taxed?   
 
                                                 
3
 Kenny, C. (2003) The Internet and economic growth in less-developed Countries: A case of managing 
expectations?. Oxford Development Studies, 31(1), 99-113. 
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This analysis will examine general issues raised as far as taxation is concerned, but the 
main focus will be on consumption taxation, VAT in EU and Retail Sales tax in the US. 
Online vendors are taking advantage of the Internet to acquire new customers from all 
over the globe, which is great as it enhances commerce and allows customers to 
purchase an item or service regardless of where they are based. However this expansion 
does create consumption tax complications, which need to effectively be considered 
and addressed. There is the argument4 that B2B transactions concern parties who are 
interested in professional and commercial honesty with the tax authorities. This would 
mean no negative implications for either parties, especially considering the larger sums 
of money and often the necessity of certain documentation to keep a trail of 
transactions. For B2C transactions, the value is usually significantly lower than B2B 
transactions online, and the parties involved, especially the consumer, will not be 
especially interested in tax honesty, even more if that means a more attractive price. 
 
3. Contribution to the debate 
 
 
The literature on this topic has been slightly inconsistent in its perspective and findings.  
Many times deductive reasoning had to be used in order to assess whether a traditional 
                                                 
4
 Clayton W. Chan (2000)  Taxation of Global E-Commerce On the Internet: The Underlying Issues and Proposed 
Plans 9 Minn. J. Global Trade 233  
19 
 
concept of commerce would fit with electronic commerce. This can then be taken 
further and re-applied to electronic commerce but this time trying to fit it the same 
“space” as taxation. There was substantial amount of research in this area, especially 
from 90s onwards. However, there was very little organised state action in this area 
before 2010,5 therefore literature appeared slightly less enthusiastic, with exceptions of 
some academic writing from UK and the US. The basis of state action was concentrating 
on the US Internet Tax Freedom Act and the EU implementation of 2002/38/EC. The 
contribution of this thesis lies in adding to the area with an up-to-date examination of 
the contemporary regulatory frameworks and filling in the gaps. It also extends to 
proposing and evaluating harmonisation as a potential fitting global framework relating 
to consumption taxation of e-commerce. 
 
Due to the significance of the topic in discussion, both OECD6 and WTO7 attempted to 
take positions and provide guidance to the challenges raised. Following these initiatives, 
academics joined the enthusiasm, arguing the matter from a different point, from cyber 
libertarians to cyber sceptics. John Barlow, issuing the Declaration of Independence of 
Cyberspace has been a constant voice against regulation imposed on the Internet. He 
                                                 
5
 Pastukhov, O. (2009). Going Where No Taxman Has Previously Gone: Preliminary Conclusions and 
Recommendations Drawn from a Decade of Debate on International Taxation of Electronic Commerce, 36 Rutgers 
Computer and Technology Law Journal, pp. 1-15. 
6
 OECD, Ministerial Conference on Electronic Commerce, 1999, 
http://www.oecd.org/sti/ieconomy/forumbackgroundtheottawaconference.htm 
7




advocates via the Electronic Frontier Foundation8, a non-profit organisation that for 
years have been at the forefront of defending rights in the online environment and 
examining closely the interaction between law and technology. From EFF, Pamela 
Samuelson is also a notable speaker for freedom and less regulation online. Even in 
other areas, Cyber-scepticism at the other end of the spectrum, with the prevalent idea 
that cyberspace should be controlled more and better and that is to protect ourselves. A 
couple of contemporary cyber sceptics, namely Evgeny Morozov and Molcolm Gladwell, 
both being writers and journalists who did not support strict and frame-worked 
regulations, have indicated that regulation seems the correct choice. Even in other areas 
such as in the area of sociology, a contemporary cyber-sceptic, Professor Sherry Turkle 
strongly advocates against technology and the information age. He is arguing that both 
technology and information age dehumanise any interaction and create a cyber-reality 
imitating parts of real world9. Cyber libertarians, in line with classic libertarian thinking, 
are marked by a distaste for government and faith in market regulation10. Most of them 
are the writers who claimed the Internet was a medium, which would prove to be 
extremely difficult or impossible to control due to its nature to transcended 
geographical borders and built in anonymity.  They also advocated the Internet as a 
space of freedom, a bringer of the benefits of liberty, free speech and democracy. 




 Shery Turckle (2011) Alone Together: Why We Expect More from Technology and Less from Each Other, Basic 
Books 
10




Cyber-realism is identifying the need for regulation; however it also appreciates the 
individuality of the Internet. Professor Lawrence Lessig in his book “Code and Other 
Laws of Cyberspace” written in 1999  understood the cyber libertarianism principles, but 
he observed that certain things could better regulate behaviour online, namely Law, 
Markets, Code and Norms11. Lessig argued that all these things regulate behaviour 
online and that regulation is sum of these factors just as they are in real space, but in 
cyberspace it is Code that is the main force. 
 
Questions were raised and debated, varying from who should be responsible for 
regulation, how would the regulation operate and similar fundamental questions. Such 
debate had two opposing sides, the cyber-libertarians, arguing for self-regulation on the 
internet and no interference by the state12 and the cyber-sceptics, who were extremely 
critical of such freedom online, viewing it as almost an online anarchy.13 This thesis’s 
contribution will be to put together the literature available and add to that body of 
                                                 
11
 Lessig (261) Code: And Other Laws of Cyberspace, Version 2.0 , Basic Books  
12
 Llewellyn Joseph Gibbons,No Regulation, Government Regulation, or Self-Regulation: Social Enforcement or 
Social Contracting for Governance in Cyberspace, 6 CORNELLJ.L. & PUB.POL’Y475 (1997); I. Trotter Hardy,The 
Proper Legal Regime for “Cyberspace,”55 U. PITT. L.REV. 993 (1994); Johnson & Post,supranote 17; Henry H. 
Perritt, Jr.,Cyberspace Self-Government: Town Hall Democracy or Rediscovered Royalism?, 12 BERKELEYTECH. L.J. 
413(1997) 
13
 Jack Goldsmith,Against Cyberanarchy, 65 U. CHI. L. REV. 1199 (1998); Jack Goldsmith, The Internet and the 
Abiding Significance of Territorial Sovereignty, 5 IND. J. GLOBALLEGALSTUD.475(1998); John Rothchild, Protecting 
the Digital Consumer: The Limits of Cyberspace Utopianism, 74IND. L.J. 893 (1999); Timothy S. Wu, Cyberspace 
Sovereignty? The Internet and the International System, 10 HARV. J. L. & TECH. 647 (1997) 
22 
 
knowledge.14 It will also look into the difference of e-commerce in order to get a better 
understanding of the difference of e-commerce.   
 
4. Theory on regulation on the Internet 
 
The Internet is considered by some authors as a place15, whereas a more realistic 
approach, as the one from Hedley16, is that it is a world-wide public access network of 
computers. That so called “place” had attracted a significant amount of intellect in 
regards to its characteristics. The major discussion was in regards to whether it can be 
regulated, whether Internet or Cyberspace can be controlled. The two major trends 
here were represented by two groups of theorists. On one side, the more traditional 
academics like Mckendrick17 and Kohl18 and Rowland19 simply arguing  that there’s 
nothing new, just a different set of circumstances that can be identified with some laws 
                                                 
14
 Arthur J. CORDELL ET AL., THE NEW WEALTH OF NATIONS: TAXING CYBERSPACE(1997); Reuven S. Avi-Yonah, 
International Taxation of Electronic Commerce, 52TAX L. REv. 507 (1997); Arthur J. Cockfield, Balancing National 
Interests in the Taxation of Electronic Commerce Business Profits, 74 TuL. L. REv. 133 (1999);RICHARD 
DOERNBERG, Luc HINNEKENS, WALTER HELLERSTEIN & JINYAN Li, ELECTRONIC COMMERCE AND 
MULTIJURISDICTIONAL TAXATION (2001); David R.Tillinghast, The Impact of the Internet on the Taxation of 
Informational Transactions, 50 BULL. INT'L FIsc. DOC'N. 524 (1996); see also Subhajit Basu, To Tax or Not to Tax? 
That is the Question? Overview of Options in Consumption Taxation of Electronic commerce, 1 J. INFO., L. & TECH. 
(2004), 
15
 See Lemley, (2003) Place and cyberspace, 91 Calif LR 521 
16
 Hedley, (2006) The Law of Electronic Commerce and the Internet in the UK and Ireland, Cavendish  
17
  Computers and the law – New principles or the same principles in a different context?, SCL lecture, 2004 
18
 Kohl, (1999) Legal Reasoning and Legal Change in the Age of the Internet – Why the Ground Rules are still Valid 
7(2) International Journal of Law and Information Technology, pp123-151, Available at 
http://ijlit.oxfordjournals.org/content/7/2/123.full.pdf1999 
19
 Rowland D,(1998)  'Cyberspace - A Contemporary Utopia?', (3) The Journal of Information, Law and Technology 
(JILT), available at http://www2.warwick.ac.uk/fac/soc/law/elj/jilt/1998_3/rowland/ 
23 
 
already in existence, or we can even regulate some of the very new and unprecedented 
situations. On the other hand, the cyber-libertarians are one of the major influences in 
the area with notable theorists such as Kevin Baxton, the co-founder of Electronic 
Frontier Foundation,20 as well as Barlow who was already mentioned and claimed that 
Cyberspace should and could simply declare independence from jurisdictions and 
regulation21. Also, there may be a claim for some people just being in between the two 
approaches; for example Professor Lessig does not say Internet is or should be left free 
and unregulated, but at the same time he is not very keen on overregulation and halting 
the potential22. Some authors, for example McIntyre-O’Brien, also consider cyberspace a 
unique “animal”, which simply cannot be treated in the same jurisdictional manner as 
other types of law.23 
 
The Internet is an opportunity and a challenge of the 21st century. It is an opportunity 
for electronic commerce to develop and by that it presents a challenge to the state, 
international order, and the law. 24 Electronic commerce takes many different forms 
including negotiating contracts, advertising, marketing, on-line payment and settlement, 




 A declaration of the independence of cyberspace, 1996, Available at 
https://projects.eff.org/~barlow/Declaration-Final.html 
22
 Lessig, (1998) The laws of Cyberspace, , available at 
http://cyber.law.harvard.edu/works/lessig/laws_cyberspace.pdf 
23
 McIntyre-O'Brien, R, (2001) Is there such a thing as Cyberlaw'? (2003) 11 ISLR 118. 118 (a reply to it was by 
Bomse, The dependence of cyberspace, 50 Duke LJ 1717) 
24




on-line delivery of goods and services, and auctions. Increasingly, as mentioned above, 
businesses are looking at the opportunities of supplying goods and services through the 
Internet. The music and book trade amount to a large volume in this way. E-banking and 
financial services are available in cyberspace. Stock-broking firms provide on-line trading 
facilities. On the Web, potential customers are given product information and they can 
then place orders on-line. Payments can be made on- or off-line and products are 
delivered physically as well as in an intangible form. 
 
 This research will be looking into characteristics and functionality of aspects of the 
Internet and e-commerce and analyse the complex nature of online commercial activity 
and taxation. There is more than one issue to be considered, separately and then as 
different parts of the same equation. For a discussion of this nature to be able to reach 
some useful conclusions, there has to be not just one research path, but more running 
alongside. There is literature25 already looking at specifically imposing taxation on 
electronic commerce activities, but that literature is not developed to a great extent yet 
mainly because of the relatively contemporary nature of the topic and the complexities 
it carries. For that reason, the research should also be directed towards literature 
strictly looking at taxation, literature specialized on electronic commerce nature and 
                                                 
25
 See Avi-Yonah, R. S. (1996). International taxation of electronic commerce. Tax L. Rev., 52, 507. McLure Jr, C. E. 
(1996). Taxation of Electronic Commerce: Economic Objectives, Technological Constraints, and Tax Laws. Tax L. 
Rev., 52, 269. Hellerstein, W. (1996). State Taxation of Electronic Commerce. Tax L. Rev., 52, 425. 
25 
 
characteristics, and also on the issue of regulation generally. From these different 
“paths” it will be an intriguing and challenging exercise to extract the information that 
can be then linked to the main topic. So far, as happens at many instances with 
electronic commerce regulation, the ground rules are deemed applicable still26 and that 
can be useful or can also create problems. Regarding tax rules, a careful consideration of 
the basic mechanisms and the rules regarding international taxation are going to 
provide useful insight into them attempting to identify the connection of same or similar 
rules with regard to electronic commerce activities.  
  
Looking at literature on regulation in a legal context will be an extremely resourceful in 
terms of being able to distinguish a pattern of creating and adapting regulation in 
different or changing circumstances, which Cyberspace can certainly claim it is. A good 
example is Ogus, 27 where he attempts to find the reasons behind regulation by bodies 
such as governments, and what factors ultimately shape the regulatory patterns and 
models, looking at different regulatory models and theirs shortcomings. Also an 
interesting part in his discussion is that he provides some historical background in the 
development of regulation in UK, especially in times when a new and challenging 
situation arose, like now it is the issue of cyberspace and commercial activities online.  
                                                 
26
 Kohl, (1999) Legal Reasoning and Legal Change in the Age of the Internet – Why the Ground Rules are still Valid 
7(2) International Journal of Law and Information Technology, pp123-151, Available at 
http://ijlit.oxfordjournals.org/content/7/2/123.full.pdf1999 
27
 A. Ogus (1994) Regulation – legal form and economic theory, , Hart,  
26 
 
Chris Reed and John Angel also provide a more specialized analysis into regulation of 
information technology and surrounding issues28. Murray goes even further and 
examines the development and design of structures to regulate the online 
environment29. He considers different types of control, traditional and more radical, and 
draws on other opinions too to propose a rather complex model, which he 
acknowledges. But the significance of his attempt to examine how control works or 
should work in the online environment gives an initial structure upon other regulatory 
frameworks, which taxation systems could be based upon. Considering Murray’s 
discussion one has to look at regulation of the internet and more specifically 
consumption taxation. To adequately regulate such an area, first there should be 
identification of the regulatory constraints and potential conflicts.30 Modern regulatory 
environments are rather complex and therefore need careful consideration of any 
external elements as well as internal principles which may participate in the process. 
One theorist who attempted to provide a regulatory system was biologist Ludwig von 
Bertalanffy31, who emphasized that complex systems actually are open to and interact 
with their environments. This is a good system theory to transfer to the Internet, it 
being such a complex environment. Following from this initial theory, other followed 
with similar premise and more recently Mark Thacher attempted to revaluate this 
                                                 
28
 Reed & Angel, (2007) Computer law : the law and regulation of information technology, OUP Oxford , 6
th
 ed,  
29
 Murray (2007) The regulation of cyberspace, Routledge-Cavendish 
30
 Murray (2007) The regulation of cyberspace, Routledge-Cavendish, Ch 2 
31
 Betalanffy (1968) General system theory: foundations, development, applications, Harmondsworth, Penguin 
27 
 
model and provide one that offers a simplified environment, thus easier to regulate 
upon32. Another theorist mentioned previously, Lessig, suggests that there are the 
internal and external aspects in a regulatory system but he insists on the four factors he 
identified as equally influential and important to regulation.33 In this thesis what I hope 
to illustrate is that the current frameworks are identifiable within the theoretical 
backgrounds and also to highlight that to provide a good regulatory response to Internet 
and its aspects, such as e-commerce, that response should consider not only the legal, 
or the technological or the social factors, but all together with the added factor of the 
unique nature of the Internet itself. 
 
Taxation on the other hand is a bit more perplexing as a topic; so it becomes even more 
complicated trying to evaluate whether taxation can be imposed on a “place” such as 
Cyberspace that lacks the thing taxation is based on, residence and establishment of the 
location of each of the parties. Therefore it seems difficult trying to establish a 
successful and efficient tax system that will be fully functional and will not create 
problems to the nature of cyberspace. Morse and Williams are rather concise in 
presenting the basic principles of taxation including the statutes and case law, and 
                                                 
32
 Thacher (2000) Explaining Regulation Day 1 sessions 4 and 5, Short Course on Regulation, LSE, 11-15 Sept 2000 
33




having a more than adequate section on VAT for both the European Union and the UK.34 
For more detailed discussion Lamb, Lymer, Freedman and James provide a very good 
account of Taxation essays35, also including more than one perspective. One of these 
perspectives, for instance, is examining interdisciplinary approaches to taxation issues, 
something very beneficial for a research project looking at electronic commerce, which 
is so multidimensional.  
 
The nature of cyberspace is borderless, so a model that would be efficient needs to 
encompass numerous jurisdictions and take into consideration differences in tax 
systems and tax administration. For that reason there is a clear need to consider 
principles of international tax and systems already in place in order to identify elements 
useful for electronic commerce taxation. Ogley provides an elaborate analysis of these 
principles36, taking a realistic perspective and looking at the actual problems 
international tax systems face. By being so practical though, he is not dealing in depth 
with tax havens and tax avoidance practices. In areas where he fails to address, Lymer 
and Hasseldine manage to fill in the gaps37. They provide a good analysis on the tax 
system and international tax treaties in place, but one thing about the book is that they 
are very US-centred. That means they provide opinions and arguments only specific to 
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sales tax, not VAT, and they approach the discussion from a more State level, rather 
than a federal united level, which would be more suitable for the EU system. The view 
they adopt in regard to internet posing a challenge to tax systems, is that there should 
only be minimal alterations to ground rules, and that most should apply directly as is, a 
view which currently is a lot stricter than the majority of US academics on this issue 
advocating the freedom and “special” character of the cyberspace. What Murray does 
agree with, at least in part of his work, is Professor Lessig’s theory on Control 
mechanisms for the online environment38.  
 
Lessig argues that control can happen and can be effective if the code and architecture 
of the internet are regulated correctly. Murray goes above that and identifies that the 
regulators can design a model regulation, in order to regulate e-commerce taxation as 
the main basis in the regulators design system, which signifies the importance of such 
regulatory design.39 Also Benkler, another cyber-regulatory theorist, adopts the same 
idea of introducing regulation into the network through the logical infrastructure or the 
code layer40, which is an idea tax authorities can make use of and try to adopt tax 
systems based on the internet’s infrastructure. There has also been significant 
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contribution in this field by the other major actor the US. One of the US theorists is 
McLure,41 who mainly argues in favour of taxation and also for the implementation of a 
federal tax regime, using VAT as an example of efficiency. Pastukhov also brings in the 
discussion of implementing all the relevant factors in the discussion; mentioning aspects 
of technology, law, economics and fiscal elements, in an attempt to try and identify an 
all-rounded solution.42 
 
Another issue to be examined is the electronic commerce literature. From Paul Todd43 
and Reed to Hedley44 and other authors, the literature is renewed constantly because of 
the ever-changing nature of cyberspace and the continuous development of trends and 
useful applications on internet. Electronic commerce is a new phenomenon, and the law 
has to attempt to apply control on it as efficiently as possible. Some of the authors are 
more open to suggestions and radical attempts to regulation. One of these authors, 
Todd, makes a valid reference to US and Singapore data, as they are two jurisdictions 
with developed, or significantly developing, systems in place. He is using it as an 
opportunity to take out significant information for future in the UK or the EU context. 
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Not all include extensive chapter for taxation and online activities, however, Chissick’s 
chapter 11, is specifically on Taxation of electronic commerce45 discussing the 




As previously mentioned this thesis will examine the challenges presented due to the 
nature of internet, when consumption taxes are to be applied to electronic commerce 
transactions. Also, it will attempt to consider the harmonisation as a demanding but 
perhaps fitting approach. There will be discussion of the current regulatory approaches; 
and their origins where necessary to comprehend the development. Different 
perspectives will be considered mainly by a comparative analysis of EU and US 
approaches of VAT and Retail Sales Tax respectively.  One limitation to be identified to 
the author is the lack of previous tax and accounting knowledge in order to incorporate 
tax models and practical case studies for a practical addressing of the issue in question. 
The methodology to be used throughout my research project is mainly going to be 
literature review and analysis of the published works, either in the form of a book, 
journal articles, reviews, and reports by the EU or institutions such as OECD, DTI or WTO 
as well as online blogs and magazines, such as The Economist. 
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6. So what are the main issues?  
 
International tax issues in the area of electronic commerce are various and include the 
nexus of the vendor and tax enforcement. Some of these challenges may identify more 
to direct than indirect taxation, but it is still significant to view the wider area before 
focusing in at the ones relating to indirect taxation. Taxing authorities may have great 
difficulty collecting revenue from vendors conducting commerce via foreign internet 
addresses. A vendor could relocate operations to a foreign country to obtain favourable 
tax treatment, or may locate its internet site at a foreign address to give the impression 
that its actual business location is in a foreign country. The lack of an identifiable 
physical location is a significant problem in the process of taxing electronic commerce.46  
 
In cases of cross-border electronic commerce transactions, the tax issues become even 
more problematic because, according to the principles of international taxation, when a 
resident of one country earns income from economic activity in another country, both 
countries have a right to tax the same income: the home state based on residence rule, 
                                                 
46
 R. Bruce Josten, “ Issues in Search of Answers: Electronic commerce Taxation”  submission to the Advisory 
Commission on Electronic Commerce, September 8, 1999 
33 
 
and the host state based on the source rule of taxation47. There are some areas which 
also need clarifying; one is the characterization of the income generated by the 
electronic commerce transaction: is it royalty, business profit, or something else. 
Another area is to determine what constitutes a permanent establishment (PE) in the 
source country and attribution of income to the PE.  
 
In the tax treaties based on the OECD Model Tax Convention,48 an enterprise providing 
services abroad is taxable in that country where it conducts business only if it has a PE 
there. According to Art.5 para.1 of OECD MC, a PE presupposes the “fixed place of 
business”, which may include premises, facilities or installations. A permanent 
establishment is generally defined as a fixed place of business, an office, a branch, a 
factory or a similar setting. This definition excludes mobile places of business. Paragraph 
2 of the Commentary to Art.5 (l) of the 1992 Model Treaty lists three components to the 
definition of a PE: 1. the existence of a place of business, i.e. a facility such as premises 
or, in certain instances, machinery or equipment; 2. this place of business must be 
“fixed”, i.e. it must be established at a distinct place with a certain degree of 
permanence; and 3. the carrying on of the business of the enterprise through this fixed 
                                                 
47
   Paul R. McDaniel, Hugh J. Ault, James R. Repetti (2005) Introduction to US International Taxation, Aspen 
Student Treatise Series  
48
 OECD Model Tax Convention. See “ The Application of the Permanent Establishment Definitions in the Context of 
Electronic Commerce: Proposed clarification of the Commentary on Article 5 of The OECD Model Tax Convention” , 
Revised Draft for Comments, March 3, 2000, at http://www.oecd.org.   
34 
 
place of business. This means usually that persons who, in one way or other, are 
dependent on the enterprise (i.e. its personnel) conduct the business of the enterprise 
in the state in which the fixed place is situated.49 Electronic commerce may erode the 
requirement for physical presence further, as “intelligent” software develops.50 More 
specifically for indirect taxation the principle of origin and destination is also examined 
by Basu, as well as looking at the digitization or not of goods and services, which is 
rather uncertain when considering the nature of cyberspace51. According to Basu, 
intangibility of products does pose a significant workload on tax authorities as it makes 
it problematic to identify the details of origin and destination.52  
 
Taxation acts as a tool of good governance, allowing economies to grow while helping to 
improve society as a whole53.  Electronic commerce and globalization are challenging to 
traditional tax regimes. Historically goods were physical, the production, distribution 
and consumption of these goods was easily taxable. Physical goods were produced at a 
manufacturing plant, shipped off to wholesalers and boxed on retailers’ shelves, with 
the final consumer walking away with a paid for (and taxed) product. Tax collection was 
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in the hands of the retailers. The retailer charges the consumer VAT, or sales tax, and 
then remits this to the government. Some academics, such as L. I. Krever argue there is 
nothing new really with electronic commerce and taxation, arguing it’s simply “old wine 
in new bottles”. It is generally accepted that tax rules for sale of intangible products and 
services should be the same, as those of other goods, that the means of delivery should 
not govern tax treatment. But one should consider that intangible products include 
products such as music, software and services such as medical or legal consultations54, 
which are “produced” at one location and “consumed” somewhere else, are so different 
in nature. Such "technologically neutral"55 taxation would not treat the sale of a 
paperback book any differently than the sale of a digitized book. On the other hand, 
determining which products are functionally equivalent is a problematic proposition. If 
digitized products are treated as services, then further guidance is needed to specify 
which source of supply rules for services shall govern because there are many different 
rules for different types of services.56  
 
The proper metaphor for electronic commerce activities of Internet-only merchants is 
that of colonialism exploiting local markets by taking resources out of the community 
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without returning anything in kind.57 Taxing online sale of intangible is problematic 
because the location of customers cannot be known with certainty. Many online 
shoppers do not feel comfortable giving unnecessary personal information to a web site. 
Consequently, they may refuse to type it in, shop at a site that does not require it, or 
simply lie58. This will probably lead to multiple taxation or non-taxation. Hence, 
differentiated Internet taxation rules among countries could have a significant impact 
on consumers' purchasing behaviour, shifting from domestic to foreign suppliers59. This 
raises several problems for tax authorities. First, it leads to the gradual elimination of 
intermediaries, such as wholesalers or local retailers, who in the past have been critical 
for identifying taxpayers, especially private consumers. Second, foreign suppliers may be 
tax-exempted, whereas local suppliers are normally required to charge value added tax 
(VAT) or sales taxes. Third, direct orders from foreign suppliers could substantially 
increase the number of low-value shipments of physical goods to individual customers. 
These low-value packages now fall under so-called de minimis relief from customs duties 
and taxes in many countries60, basically to balance the cost of collection and the amount 
of tax due. A substantial increase in these shipments as a result of e-commerce (where 
foreign suppliers replace domestic ones) could pose an additional challenge to tax as 
well as customs authorities. 
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The challenges to EU tax authorities that arise from e-commerce therefore lie in non-EU 
supplies of e-services to EU customers (and in an increase in non-EU customers not 
subject to EU VAT). Under current legislation they are not exempted from VAT, thus 
stopping what previously was a problem by having their share increasing, in direct 
competition with EU suppliers who were subject to VAT payments. Furthermore, the 
VAT exemption provides incentives for suppliers to locate outside the EU, a fairly easy 
undertaking in e-commerce, which no longer requires the presence of human and 
technical resources. On the other hand, if rules are not harmonized internationally, the 
risk of double taxation may keep foreign suppliers/competition out; and non-taxation 
may distort competition against local suppliers.61 
 
It seems reasonable to move VAT collection to the place of consumption, away from the 
location of the seller, following the OECD guidelines. Here, a key problem for tax 
authorities will be to identify the customer and the location of the jurisdiction 
responsible for collecting the tax62. As a result of the process of disintermediation, apart 
from the seller and the customer there are no other parties involved in the transactions 
(which could collect the tax). Credit card companies, Internet service providers (ISPs), 
                                                 
61
 European Commission, Proposal for a council directive amending Dir. 77/388/EEC, 2000 
62
 Daniel Ho, Brossa Wong, Alex Lau,(2008)  E-business in a globalising world: Hong Kong legal and tax perspectives, 
Company Lawyer, 29(3), 
38 
 
banking and payment systems providers or telecommunications companies have been 
mentioned as potential new intermediaries in verifying the location of a customer and 
the respective tax jurisdiction.63 
 
6.1 Current initiatives 
 
 
What are the current systems in place? Two main ones, due to the size of their systems, 
are EU and USA. EU has the VAT and US has the sales tax; that signifies one major 
difference already! In EU the VAT and Electronic commerce Directive came into force on 
July 1, 200364. The Directive introduced a major change to the rules governing the place 
of supply of electronically supplied services. The place of supply of such services where 
supplied to non-taxable persons is shifted to where the customer consumes the service 
whereas previously such services were treated as supplied where the supplier was 
established. The result of this change is that supplies of electronic services over the 
internet made by suppliers established outside of the EU are brought within the remit of 
European VAT, a change of enormous economic and administrative significance to non-
EU software suppliers, content providers and other suppliers of games, music and video 
in digital form.  
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The Directive also represents something of a landmark in fiscal policy worldwide as the 
EU attempts to put into effect its tax laws way beyond its physical boundaries, rather 
like the State of California's mistaken assertion of worldwide taxing rights65 but on a 
grander scale. Surprisingly, the EU did so without fully considering the implications of 
such an assertion of taxing competence or did so trying to be arrogant and disregarding 
the consequences.  
 
J Irvinson, like many of US-based academics, argues that because the ground rules have 
changed so fundamentally, it must only be a matter of time before EU suppliers find 
that their exports to non-EU consumers drag them in to the tax net of a variety of 
different jurisdictions, creating such administrative complexity that the industry will 
either substantially operate outside of the law or collapse under the weight of 
administrative bureaucracy and double taxation.66 This criticism was rather serious from 
the US and it was possibly a regulatory move by the EU which could have had 
detrimental consequences. 
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Non-EU businesses supplying electronic services now must register for VAT, determine 
the location and tax status of each of their customers, collect the appropriate rate of 
VAT, dependent on the Member State they are registered in, from the customer and 
remit it together with the VAT return. A special scheme allows them to register in only 
one EU Member State who will effectively operate a system to ensure that each 
Member State receives the appropriate amount of VAT due to them. In the absence of 
such a scheme it would have been a logistical chaos with businesses making relevant 
supplies in all 25 Member States would be required to file 25 returns; 25+ tax systems 
they would need to be aware of! The Vat MOSS (Mini One Stop Shop) is a very beneficial 
tool and a practical factor in the VAT procedure; it will be discussed more in detail in the 
EU chapter. 
 
Council Directive 2002/38/EC on the VAT arrangements applicable to radio and 
television broadcasting services and certain electronically supplied services was adopted 
on 7 May 2002 and entered into effect on 1 July 2003. Council Directive 2008/8/EC 
adopted on 12 February 2008, these VAT arrangements were extended until 31 
December 2009. As far as electronically supplied services are concerned, these 
measures are explained below. 67 
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Council Regulation (EC) 792/2002, temporarily amending Regulation (EEC) 218/92 on 
administrative co-operation in the field of indirect taxation (VAT) subsequently included 
in Regulation (EC) 1798/2003, introduces additional measures necessary for the 
registering for VAT purposes of e-service traders not established within the Community 
and for distributing the VAT receipts to the Member States where the services were 
actually used.68 Under these rules, EU suppliers are no longer obliged to charge VAT 
when selling on markets outside the EU, thereby removing what previously was deemed 
a disadvantage; EU suppliers had to charge VAT when supplying digital products even in 
countries outside the EU. Now the obligation is on non-EU suppliers to charge VAT as EU 
suppliers when they are providing electronic services to EU non-taxable persons, 
something which EU businesses had been actively seeking for some time... It follows 
from Directive 2008/8/EC that the rules introduced by the Directive 2002/38/EC will be 
extended from 1st January 2010 as a permanent measure. From 1st January 2015, this 
Directive also provides that VAT on telecommunications, radio and television 
broadcasting and electronic services supplied by a supplier established within the 
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Community to non-taxable persons also established within the Community will be 
charged in the Member State where the customer belongs.69  
 
The EU attempted to construct a basic framework for the future regulation of electronic 
commerce.70 This, along with other official initiatives and reports, gives insight into the 
basic philosophy followed by the EU in the regulation of electronic commerce.71 The US 
on the other hand is attempting to keep things less regulated while criticizing the EU’s 
attempt72; there are still taxes for electronic commerce are very limited and there is a 
prohibition of new ones to be made, or to multiply older ones. In 1998, the Internet Tax 
Freedom Act was enacted to help economic growth by preventing fledgling e-businesses 
from being burdened with new taxes and tax compliance, and to create a moratorium 
on new taxes73.While the US is attempting to focus on a more international view of the 
marketplace in terms of developing the market for an internet age, the EU approach 
seems to be more confined on building up the internal marketplace and protect the 
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member states interests as well as the rights of consumers. EU is attempting to create 
more cohesion to the EU-wide market; internet access is illustrated as a paramount for 
consumers in EU member states, adopting common policies in regard to access and 
development plans.74  
 
The fact that internet is borderless makes it even easier for EU to regulate, or attempt to 
regulate by means of the aforementioned Directives, for the market as a whole since 
many physical barriers are not there. On the other hand that is not the case with many 
of the States in the US; they are joined in a federalist system but there are many 
regulatory frameworks separating them than actually keeping them joined in a matter 
such as taxation of the internet.75 Some of the states have different regulations even 
under the Internet Tax Freedom Act76; some exempt from sales tax certain types of 
downloads or they even go as far as have no sales tax for downloading services or 
goods.77Regulation in the EU should thus be kept to a minimum, not to overburden, and 
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has to be clear and consistent, so as to keep the EU member states unified to the same 
aim.78 
 
The EU system, and the US as was briefly mentioned, is the two main systems, both 
because they are jurisdictions with a great number of different member states, thus 
meaning great number of consumers and online trade flourishes. EU as a pioneer in VAT 
regulation79 seems now to be “comfortably arrogant” in its regulation, even if it causes 
controversies, as Ivinson argued80. US on the other hand, takes a more “safe” approach 
and not challenging perceptions yet.81 However the consensus is that only a common 
approach will ensure the issues created by cyberspace will be tackled efficiently82.  
 
Although there are always critics of the international cooperation idea, such as Tanzi, 
who doesn’t completely disregard it, but he is seems fairly confident it’s close to a 
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utopia83. Craig disagrees with Tanzi, by arguing that regulation is possible and it should 
be made possible through cooperation of EU and US, and then to a more international 
context.84 There are still some authors that consider a more “romantic” approach by 
thinking whether to liberate electronic commerce completely in order to promote global 
trade, which subsequently would mean that taxation would not even be an issue as 
well. Hellerstein produces a somewhat different perspective, basically arguing not the 
liberalization but how best to utilize electronic commerce to promote trade85.   
 
The cooperation concept is challenging, if one considers the amount of criticism EU 
received after the imposing new taxes on non-EU sellers.86 Tax systems have been 
inexistence since rather old times87 and these systems have always presented people 
with perplexed situations88. The attempts by EU do provide a glimpse of hope that 
international cooperation may indeed occur, and it seems the first steps have been 
made already by regulation directly affecting non-EU vendors; regulation which even 
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though criticized has received positive feedback and has not created an obstacle in the 
development of e-commerce89. 
 
The main question then remains; Electronic commerce should be taxed, but which is the 
most efficient manner to do so? The answer should take into consideration certain 
factors to appreciate the different “unique” character of the online environment, and 
the manner in which the authorities can regulate as well as the relationship of the 








The second chapter will examine the challenges presented to taxation authorities and 
governments due to the development of Internet and Electronic commerce. There will 
be discussion of geographical boundaries and lack of due to cyberspace, bringing 
jurisdictional matters into the analysis. The discussion will look into the changes brought 
by the Internet and the potential to impose on online sales, compared to conventional 
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sales, as well as elements of lack of documentation, Permanent Establishment. The 
second chapter is introducing the discussion of should electronic commerce be subject 





Chapter 3 is examining the tax elements relevant and the challenges specific to different 
type of taxes. It then analyses the importance of the Adam Smith’s 4 Canons, Equity, 
Certainty, Convenience and Efficiency, to contemporary discussion on how efficiency 





Chapter 4 is the one studying the Soft Law, predominantly by OECD and WTO, and also 
looks at the development, or lack of, in the US. The Ottawa principles for electronic 
commerce are examined individually and also the initiatives from WTO are brought into 
the discussion. Then the US jurisdiction and approaches is analysed, from the plethora 
of different tax regimes to the current Internet Tax Freedom Act, holding a tax “freeze” 
on any new taxes for electronic commerce and the Internet. Finally the Streamlined 
48 
 
Sales tax Project is considered, and the Marketplace Fairness Act as perhaps steps 






Chapter 5 is bringing the EU into the discussion of consumption taxes and the 
implications for electronic commerce. From the initial approaches taken by EEC for 
harmonisation of the European Economic Community and subsequently the European 
Union, to the VAT Directives and the current initiatives. Also, the efficiency of the EU 
policies will be examined in order to assess whether there is a need for major 





The sixth chapter is looking into the VAT and Sales Tax comparison, with the VAT 
characteristics considered closely to identify its merits as a tax.  First, VAT and RST are 
put side by side to look into their compatibility and whether they are significantly 
opposite forces. Some academic and jurisdictional methodologies relating to e-
49 
 
commerce taxation are brought into the analysis as well to evaluate the characteristics 





The last chapter is the one where the two main approaches by EU and the US are 
analysed with the perspective to illustrate the one with more merits and advantages. 
Moving on, Harmonisation is analysed as a notion and also looking at the reasons why it 
should provide a good way forward, as well as presenting the opposing arguments on 
why it may still be an unrealistic proposal. The last arguments by the thesis are 
concentrating on harmonisation as a potential way forward, but also recognising that 
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This Chapter examines the way that taxation is affect by electronic commerce. It allows 
an introduction to the main challenges presented to taxing e-commerce transactions, 
which will be further approached in the following chapters. Also it provides a 
clarification on the central matters, which are setting the basis for the subsequent 
discussion. It provides an overview of the broader questions of why it can be 
problematic to tax electronic commerce, what are the main challenges, considering the 
tax authorities as well as the consumer and the businesses involved, taking into 
consideration the international perspective this topic entails. Electronic commerce 
presents a radical transformation of the nature of commercial activities; this creates 
significant challenges to regulations and elements of tax systems that are not specifically 
directed towards the “virtual” commercial world. The task of taxing electronic 
commerce can be challenging to conventional taxation regimes and potentially posing 
obstacles, for instance allowing for difficulty in enforcement of regulation, non-
compliance and loss of revenue for the State. The chapter will show the problems which 
may appear as consequence in the case of non-applicability; double-taxation, electronic 
fraud, jurisdictional issues, all complicating online commercial transactions. Ultimately 
these may prevent the internet growing to its full potential as a new virtual commercial 
world, even replacing the traditional way of conducting business. However, the 
challenges posed by electronic commerce to taxation, especially due to the global 
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nature of Internet and its operations, also presents opportunities on a commercial, legal 
and technological stage. After Ottawa, where OECD examined the issue of electronic 
commerce90 and taxation, taxing online commercial activity is becoming an e-business 
reality. As a result the objective should be the realization of a formula of worldwide 
harmonized e-commercial regulations to achieve economic, legal and social efficiency. 
Thus, this chapter will assist to draw upon some conclusions on the main challenges as 
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1. Introduction  
 
The internet has presented the market with a dramatic change in commercial practice. 
In a remarkably short period of time electronic commerce developed from a 
technological novelty to a permanent feature of the transformation of commercial 
activities91. This introduction starts from a general aspect and the chapter will be going 
into more specific elements relevant to the thesis. A major shift in the commercial 
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practices around the globe can result in regulations and regulatory regimes facing 
compliance issues.92  
 
This chapter is going to present the main themes of the thesis, by identifying the main 
challenges of assessing the taxing of electronic commerce activities. It will discuss the 
challenges facing governments and regulatory bodies, such as the OECD and WTO, 
regarding traditional tax concepts and their adjustment for an e-business environment. 
The chapter will show the potential problems which could appear as a result of lack of 
regulatory uniformity and lack of total clarification on the related jurisdictional matters, 
since electronic commerce allows the potential of more than one state to be involved in 
a transaction. Other issues that raise concern can be identified as electronic tax fraud 
and anonymity. The advent of electronic commerce, especially after Ottawa93, where 
the OECD initially examined the issue of electronic commerce and taxation, changed 
many aspects of how business is done and also brought inevitable need for adapting to 
that change. The ideal objective could be a regulatory framework allowing the creation 
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of the basis for worldwide homogenised e-commercial regulations to achieve economic, 
legal and social efficiency. That step still seems far away from being practical though.94  
 
Electronic commerce presents a key economic activity driving growth for developed as 
well as developing countries.95 Internet use has witnessed significant growth and online 
purchases globally combined with the relatively low cost internet marketing have 
enabled to expand their market.96 The Internet and other techniques of distance 
communication have made it possible for both large multinational enterprises and small 
and medium sized companies to reach business partners and potential customers all 
over the world97. Electronic commerce can be categorised as such: business-to- business 
(B2B), business-to- consumer (B2C), government-to-consumer (G2C), government-to-
business (G2B), and the more recently developed is consumer-to-consumer (C2C) 
electronic commerce activity. These categories represent types of transaction affecting 
most people. For instance, G2C and G2B, or e-government, focuses on delivering citizen-
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centric services via the Internet by providing the framework for local citizens to file 
income tax returns, renew car taxation disks, submit requests to local authorities re 
certain documentation, and access and comment on proposed regulations that could 
affect their lives98. Today, a user of a device able to connect to the internet can 
purchase a wide variety of things such as music, clothing, books, jewellery, and 
software. It is possible to purchase insurance, and buy groceries over the Internet. 
Banking transactions can be accomplished quickly and efficiently online. 
 
Information technology advancements have been challenging many traditional concepts 
and approaches, such as the idea of boundaries and strict jurisdictional controls. More 
specifically world economies have been faced with a problematic, or rather challenging, 
scenario because of the development of electronic commerce (electronic commerce). 
That situation has proven difficult for tax policymakers99. The growth of electronic 
commerce has altered the way business is conducted; shifted the basis from a 
physically-orientated commercial environment to an information-based environment100. 
This growth and proliferation of Internet and more specifically of electronic commerce 
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has affected many of the policymakers, such as the EU to state that their aim is “…to 
encourage the vigorous growth of electronic commerce [in Europe]”101. Since it first 
appeared in mid-1990’s, the online commercial activity has been constantly 
expanding102.  
 
Electronic commerce entails new characteristics that can challenge theories and well-
grounded rules of existing tax systems, for example the Permanent Establishment 
concept of being able to locate all transactions in physical space103. Also, location of 
supply is another principle which is very important to consumption taxation but e-
commerce has challenged it; the OECD places more importance upon place of 
consumption. The purpose of this chapter is to present the main issues arising from the 
relationship of electronic commerce and tax, as well as examine these issues from the 
perspective of certain bodies, policy makers and commercial ones. Before examining the 
difficulties electronic commerce presents for tax authorities, it is important to assess the 
nature of electronic commerce and its significance for present and future economic 
activities. 
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2. What is electronic commerce? 
 
E-commerce is the main aspect of the thesis so a definition would be would be 
beneficial in order to identify the nature of it and appreciate that when looking at its 
taxation. Sales transactions taking place over the Internet or via computer is a very 
simplistic definition. Conducting a simple search on Google.com by the search keywords 
“definition AND electronic commerce” responded with 5,770,000 results from a variety 
of sources from public, commercial and educational websites. Although there appears 
to be some consensus to what the definition should be, there is not one universally 
accepted definition.  Different institutions and bodies will use the term to describe 
similar but slightly different things, as is illustrated by the following discussion; some 
different definitions and approaches to what electronic commerce is perceived to be, 
from industry agents, to research institutions and governmental bodies.  
 
A few examples are "any transaction conducted over the Internet or through Internet 
access, comprising the sale, lease, license, offer, or delivery of property, goods, services, 
or information, whether or not for consideration, and includes the provision of Internet 
access.”104 , “any transaction completed over a computer-mediated network that 
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involves the transfer of ownership or rights to use goods or services”105 , and 
“Commerce that is transacted electronically, as over the Internet”106. The US 
Department of Commerce sees electronic commerce as the online transaction of 
business, featuring linked computer systems of the vendor, host, and buyer. Electronic 
transactions involve the transfer of ownership or rights to use a good or service. In 2006 
recently, Turban et al. have defined electronic commerce from the managerial business 
perspective as “the process of buying, selling, transferring, or exchanging products, 
services, and/or information via networks, including the Internet”107 . According to 
McKay & Marshall (2004)108, e-business is the use of the Internet and other information 
technologies to support commerce and improve business performance. This definition is 
extending the reach to cover the digitalization of business process taking place during 
the transaction but, however, it is still from the businesses’ perspective rather than the 
consumers’.  
 
According to Davies LJ “Electronic Commerce could be said to comprise commercial 
transactions, whether between private individuals or commercial entities, which take 
place in or over electronic networks. The matters dealt with in the transactions could be 
intangibles, data products or tangible goods. The only important factor is that the 






 Turban et all, (2004) Electronic Commerce and Update Package, Prentice-Hall,  
108
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communication transactions take place over an electronic medium”109 . The 
Organisation for Economic Co-Operation and Development (OECD) back in 1999 
indicated a respectable development of electronic commerce; they expected that 
electronic commerce would reach a value of $330 billion in 2001 and would raise up to 
£1 trillion by 2003-5.  
 
It is evident from the variety of definition relating to electronic commerce that it is not 
easy to encapsulate completely every element of its nature; OECD and the WTO have 
been adjusting their definitions in an attempt to be as adequate and accurate as 
possible. OECD in 1997 provided a brief definition for electronic commerce as“...all 
forms of transaction relating to commercial activities, including both organisation and 
individuals, that are based upon the processing and transmission of digitised data, 
including text, sound and visual images...”110  while a year later the WTO referred to 
“..The production, distribution, marketing and sale or delivery or delivery of goods and 
services by electronic means” and in 1988 they refer to the infrastructure by talking 
about “.The provision of Internet access services & the electronic delivery of services & 
distribution over the Internet...”111  
 
                                                 
109




 WTO, Committee on Trade, and Development, November 1998 
62 
 
Some of the definitions so far, have not been academic, as they are provided from 
industry representatives, identifying the perspective perhaps of the vendor rather than 
the consumer. A Report of the Electronic Expert Group to the Attorney General 
(Australia)112 presents another definition for electronic commerce, which appears to be 
more inclusive and emphasizes it as a transaction carried out by electronic means. It 
reads “Electronic commerce is a broad concept that covers any commercial transaction 
that is effected via electronic means and would include such means as facsimile, telex, 
EDI, Internet and telephone. For the purposes of this report the term is limited to those 
trade and commercial transactions involving computer-to-computer communications 
whether utilising an open or closed network”113 . Another definition in Basu’s book, this 
time by Davies provides a definition which suggests that the “only important factor is 
that communication transactions take place over an electronic medium114”.  
 
As it was illustrated so far, definitions for electronic commerce seem to be ranging from 
broad and extensive to rather concise and simple formulations. In a paper introducing 
electronic commerce, European Union has attempted to describe the nature and some 
characteristics of electronic commerce as follows “any form of business transaction in 
which the parties interact electronically rather than by physical exchanges or direct 
                                                 
112
 Report of the Electronic Expert Group to the Attorney General (Australia), 'Electronic Commerce: Building the 




 Davies (1998), Computer Program Claims, EIPR, at 429 
63 
 
physical contact.”  That does not stop European Member States to adjust or adapt their 
electronic commerce perspective. For instance, in 1998 the Dutch Ministry of Economic 
Affairs published a policy paper identifying what electronic commerce covers as “all 
business transactions that are carried out electronically with a view to improving the 
efficiency and effectiveness of market and business processes.”  
 
An interesting approach to define electronic commerce was produced by Basu115. In 
order to consider how to best define, he considers the elements of its infrastructure; the 
technological infrastructure to create an internet marketplace, process infrastructure to 
connect the internet marketplace to the traditional marketplace and infrastructure of 
protocols, laws and regulation.  This approach signifies the necessity for cooperation 
between different forces and trends; it is not simply a legal issue, but nor is it a mere 
technological matter. Thinking of the Internet’s infrastructure, one question that comes 
up is who is responsible for it? Is there a State or an organisation responsible to keep it 
functioning? Can someone “switch it off”? The recent event of the previous Egyptian 
Government “shutting down”116 the internet in the whole country was unprecedented 
but indicated the separation of the different layers. However, what happened in Egypt, 
where the Government had very strict control of the rather small number of ISPs and 
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ordered them to switch off, is not as easy or as feasible to happen in a Western country, 
where ISPs could be located in many different places, and sometimes in other 
jurisdictions.  
 
These layers start with the physical infrastructure, the formulation and function of the 
data network. Different countries have bodies responsible for the management of the 
internet; however Internet is representing an arena evident globally and has no actual 
government responsible for it. Different bodies, such as Universities, corporations or 
institutions like the ICANN117, have responsibility for some specific elements within 
Internet, or have responsibility for their Intranet. Another part of the physical 
infrastructure is what equipment each user has to gain online access; so partial 
ownership of the physical infrastructure comes down to the individual user who bought 
a Smartphone or a personal computer. And another part belongs to the 
telecommunication companies, who have ownership of the physical routers and miles of 
wires used to transfer the information. The service element refers to the interface 
between network and the customer, mainly the ISPs. The majority of the data will be 
hosted and transmitted by the ISP-owned servers. It is this second element which most 
users will associate as being responsible for the Internet. Electronic commerce, whether 
direct or indirect, originates from technological development and its components are 
                                                 
117
 Internet Corporation for Assigned Names and Numbers , http://www.icann.org/ 
65 
 
meant to work within such an arena. The last characteristic is very important for those 
responsible with developing and imposing regulation on electronic commerce; when the 
wanted is tax regulation applicable online, tax authorities should be aware of it. 
 
3. Should electronic commerce be taxed? 
 
 
Internet has certain characteristics that do not necessarily require state support or 
supervision, thus making it easier to develop not considering geographical boundaries 
and policies118. The technological elements of it allow the individual to take advantage 
of its many uses, either for purposes of education, commerce, or entertainment. There 
are different views on how or to what extent online environment and more specifically 
electronic commerce should be subject to tax regulation. This discussion has been 
taking place for a couple decades already; from the 1990s to current time119 and there 
have been distinctly different opinions on what the right answer is.  
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Electronic commerce has already shown it has a significant growth potential. Online 
shopping is one of the fastest growing markets in Europe. With a total value of 44.7 
billion Euros in 2003, the market grew by 221% to 143.7 billion Euros in 2009120. This 
figure has risen even further to an impressive 246 billion Euro in 2011 leaving North 
America behind for the first time on €237bn121.This impressive degree of growth can be 
identified by looking at the factors being always present in an online transaction. Firstly 
there is the actual infrastructure, where technological advancements move incredibly 
fast, (it is evident there is a great degree of compatibility and interconnectivity between 
the numerous telecommunication platforms and different systems, reaching all the way 
to the end-user’s piece of personal equipment). The part of electronic commerce 
providing the means for the transaction between the vendor and the consumer from 
the pre-order to the delivery (especially in the case of intangible goods and services) is 
the services part. With the actual technology in place and the service element allowing 
for the process and delivery of information, the other element which allows growth is 
the legal one. It affects the relationship and cooperation of the different actors in 
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electronic commerce, whether they are a public body, a limited company or simply an 
individual consumer; it provides certainty or specific frameworks for those involved to 
perform their role. When considering the interaction of electronic commerce and tax, 
one realises how significant and accurate the legal aspect must be. All three aspects, the 
infrastructure, the service and the legal need to work together in order to enable 
electronic commerce to develop further.  
 
Electronic commerce has no physical geographical boundaries, and thus within 
cyberspace any distance is eliminated, it is global. Electronic commerce is characterised 
to an extent by greater “virtual” presence compared to actual physical representation. 
The same is also applicable to the human intervention necessary for electronic 
commerce, as well as the minimum documentation or depending on the circumstances 
lack of actual documentation regarding an online transaction. Intermediaries in 
traditional commercial transactions have specific part to play in the process, however in 
electronic commerce there is evident the reduction of intermediaries, as well as the 
deficiency of actual physical control over it. Another significant difference between 
traditional methods of commercial transactions and electronic commerce is the fact that 
while conducting business online, the transactions can be anonymous; no face-to-face 




So, if electronic commerce is significantly different to conventional commercial activity 
there are questions of why should it be taxed and a very significant point is who is able 
or suitable to regulate? Cyber libertarians have been arguing from the birth of the 
internet that it should be free of any regulation by governments122. Internet by its initial 
concept and nature was not directly owned by anyone, it represented an “open self-
regulating society”; so who has the right to collect taxes from any activity within the 
sphere of the internet? Historically new developments would cause some minor or 
major problems to the law and regulatory mechanisms; the view usually being followed 
is try to apply existing laws to the new development123. But it is not always so easy or 
appropriate to take such an action; when the law is reacting to a new challenge a lot of 
careful consideration and planning is necessary to ensure the specific regulation is what 
fits that specific development. Saxby has commented that “The law is at a stage when it 
is trying to bed down a technology that has re-shaped society to its roots.”124 
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3.1 One set of rules or “real” & “virtual” rules separately? 
 
 
In order to identify challenges to electronic commerce taxation we have to look at the 
different types of taxes potentially relevant to the online platform. First we have the 
indirect VAT sales and consumption taxes and secondly the direct income and 
corporation taxes. For instance, a very simple illustration is that when a resident of the 
city of Rome or the city of London, for example, buys a product he or she will pay an X 
amount extra, which will be already inclusive in the price, to cover the tax of the 
product. But the difference is while a purchase in Italy and the United Kingdom will incur 
a levy of 20% VAT, in Greece it is 23%, in Luxemburg it is 15% and in Sweden it goes up 
to 25%. Within EU there is no actual harmonized tax system among its members; 
depending where a person resides will mean paying more or less for a product.  
 
 One distinction worth mentioning is the distinction between direct and indirect 
electronic commerce. When talking about direct we refer to the supply of virtual goods, 
in other words electronic ordering and the subsequent electronic delivery of the 
ordered product or service. When on the other hand we mention indirect electronic 
commerce we are referring to the electronic ordering and the subsequent physical 
delivery of the goods. Indirect electronic commerce is much easier to identify and 
regulate, as the route of delivery for the product will be via conventional methods of the 
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post or a courier. Direct electronic commerce on the other hand presents more 
challenges to online regulation general and more for the purposes of this work taxation 
within the remit of electronic commerce.  
 
So can the same rules simply be transferred and be applicable to the online commercial 
activity? Some academics believe that the existing tax rules should be applied to 
electronic commerce.125 The suggestion is that the internet is simply a new stage where 
already existing law can apply; a case presenting new facts which can be resolved with 
existing law. If someone rents a DVD to watch a movie, and if someone else downloads 
the movie to watch, what is the difference between the two? Is it a new product, or 
merely different channels of delivering the same product? What it amounts to is the 
same product, because the nature or character or use of the item is not altered; so, that 
may indicate existing tax rules could be applied to electronic commerce activity, or it 
may also indicate that electronic commerce presents a very radical change in the 
taxation perspective and completely new rules need to be devised.  
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The predominant idea is that electronic commerce is in many ways different than 
traditional commercial activities, and this chapter attempts to review the challenges 
presented to the various taxing authorities; for instance, Inland Revenue in UK, or the 
Internal Revenue Service (IRS) for the United States, public bodies who are responsible 
for administering their tax system. These authorities, similarly all authorities dealing 
with e-commerce taxation, will have to bear a significant degree of responsibility to 
adapt adequately to any potential adjustments in order to tackle the challenges in 
taxing electronic commerce. Before we go into the main challenges and the regulation 
in place to tackle these challenges it is important to identify the main theoretical 
perspectives that shaped regulation and policy of consumption taxes on electronic 
commerce. The two main ones are the Cyber-libertarianism and Cyber-skepticism. 
 
3.2 Cyber-libertarianism  
 
In a 1997 paper Professor Langdon Winner was one of the first academics to publish in 
regard to information technology and its regulation using the term "cyber-
libertarianism”; what the term meant is described as "a collection of ideas that links 
ecstatic enthusiasm for electronically mediated forms of living with radical, right wing 
libertarian ideas about the proper definition of freedom, social life, economics, and 
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politics in the years to come."126 In the 1990s there was the widespread notion that 
cyberspace could perhaps be able to challenge the status quo, the framework of a 
regulated nation-state, to a post-boundaries perception of society127. Dibbell argues that 
cyberspace needs no interference from the State, as self-regulation will prove more 
efficient and suitable for the new form of borderless world. His work had such a 
significant impact on thinkers at the time, that even Professor Lessig said in a review of 
Dibbell’s work in 2005 “Dibbell’s story is why I teach cyberlaw”128 
 
Alongside Dibbell, another very influential figure raised the idea that cyberspace is very 
different and it should not simply be considered a development on conventional 
systems, trying to bring forward his argument for a separate legal regime for 
cyberspace; he is the co-founder of the Electronic Frontier Foundation129 advocating 
freedom and protection of user rights online. Their idea of decentralised and not-
interfering State meant that the only possible avenue for any regulation would have to 
be a self-regulatory model, originating from the internet itself130. However, at the same 
time the rise of an opposite ideology that Internet can and should be operating within a 
                                                 
126
 Winner, Langdon. (1997) "Cyberlibertarian myths and the prospects for community." ACM SIGCAS Computers 
and Society 27.3: 14-19. 
127
 Mainly through the works of Julian Dibbell  (1993) “A rape in Cyberspace; how an evil clown, a Haitian trickster 
spirit, two wizards, and a cast of dozens turned a database into society”, Village Voice 
(http://www.juliandibbell.com/texts/bungle_vv.html) 
128




 Johnson D and Post D (1998) “The New Civic virtue of the internet. “ (Emerging Internet) 
73 
 
legal and policy framework; the cyber paternalists. Their initial view was that cyber 
libertarianism was arguing an overly simplified point, considering Internet as not 
connected to social and political phenomena131. Along the same principles “Lex 
Informatica” argued that Internet cannot be completely anarchic and without 





The international tax framework by OECD133, which will be discussed in the following 
chapters, presents significant guidelines or principles which include neutrality, equity, 
fair share of revenue, and administrative efficiency.134 Neutrality is one of the four, and 
it is important because it does not allow discrimination on taxation as long as the 
product is the same. Taxation rules should not be decisive on whether a consumer buys 
a watch online or at the shop. This principle of neutrality in applicability to electronic 
commerce is also reflected in the U.S. Treasury’s Discussion Paper on "Selected Tax 
Policy Implications of Global Electronic Commerce": “In order to ensure that these new 
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technologies not be impeded, the development of substantive tax policy and 
administration in this area should be guided by the principle of neutrality. Neutrality 
rejects the imposition of new or additional taxes on electronic transactions and instead 
simply requires that the tax system treat similar income equally, regardless of whether it 
is earned through electronic means or through existing channels of commerce.”135 The 
technological neutrality principle means the law must not explicitly and restrictively 
mention certain technologies used in electronic commerce. There should be a 
framework ensuring equal treatment between traditional shopping and online 
shopping, so as not to offer one an unjust advantage over the other.   
 
4. Challenges electronic commerce poses for taxation 
 
First of all, the nature of Internet and more specifically its commercial part has shown 
rapid growth in the last few years. Electronic commerce has an international nature, it is 
inherently non-territorial. The lack of geographic boundaries has helped increased the 
amount of electronic commerce activity; small-sized companies can become 
international players by using electronic commerce. Because we are looking at what is a 
worldwide process, there is the issue of jurisdiction arising. Taxation is dependent upon, 
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or rather is interrelated with the issue of establishment, for a tax to be imposed on a 
transaction, the authority that has the role of collecting the taxes has to know where it 
took place. Also, it should be recognisable whether the category in question is goods or 
services; if not clarified then there may be cases of double-taxation. But the relevant 
and appropriate jurisdiction cannot always easily be identified. The worldwide nature of 
electronic commerce also creates another issue; that of anonymity. Business is not 
transacted on a face to face basis, customer can hide his identity easily, and this may 
eventually lead, or simply facilitate to an extent, fraud or even tax evasion. Internet 
Service Providers (ISPs), content providers, hosts, end users, they all may be located in 
one or more different jurisdictions. Thus, there is an ambiguity to the principle of origin 
and destination as well. 
 
4.1 Jurisdictional matters   
 
As geography is material to determination of both direct and indirect taxes, basic 
elements of fiscal sovereignty are rendered problematic by the electronic commerce 
especially those carried out over the internet and other virtual platforms136. The 
network is a borderless medium that, in many contexts, ignores sub-federal or federal 
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geographic jurisdictions137. Traditionally, consumption taxes – sales, use and value 
added tax – are assessed at the place where the good or service is actually consumed.  
 
Income taxes are more complex, but also geographically based. Thus a country (or state) 
may tax all income which arise within its boundaries, the income of residents of that 
jurisdiction regardless of where they are physically located, or that of permanent 
establishments (fixed places of business) located or doing business within its territory138. 
There does not necessarily have to be any geographic connection between the producer 
of electronic commerce goods or services and the consumer. The ease of accessing 
distant markets facilitates remote economic activity139 which creates problems for local, 
state or federal tax authorities that may have difficulties imposing (or enforcing) their 
taxes on economic activities that take place outside of their geographic jurisdictions140.  
 
For example, a small online business in Aberystwyth can sell its goods or services to an 
international audience by simply posting a webpage that can be viewed by customers 
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located anywhere in the world, as long as the customers have access to the Internet. 
The tax systems of most countries, United Kingdom inclusive, were developed when 
trade and capital movements were limited, and are thus ill-suited for an integrated 
world economy141. However, the characterization of the network as a global forum may 
be somewhat misleading on certain grounds.  
 
The Internet and associated economic activities are often portrayed as global in nature, 
the producers of the underlying goods, services and information may still need to be 
clustered within certain countries or within specific regions within countries142. It must 
therefore be conceded that whilst electronic commerce allows goods and services to be 
available to a global market, all such goods and services are produced in particular 
jurisdictions. Hence, tax principles that focus taxation of profits on the location of 
production have greater prospects of implementation even to “clicks and mortar” 
companies143. Many are of the view that the real solution lies in multilateral or global 
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cooperation compared to national or local approaches which will take adequate care of 





Anonymity is a concept closely related to the Internet, due to the nature of the 
transaction taking place without the need of the seller to meet the consumer. The way 
anonymity is seen as a challenge to electronic commerce tax, is the sense that the 
electronic commerce transaction, its parties, and its details are at least partially 
anonymous or require intensive investigation to discover its parties and details. 
However, the different types of electronic commerce (B2B and B2C tangible &/or digital 
products) differ in terms of the extent to which each of them is anonymous or has a 
virtual nature. Generally speaking, electronic commerce involving tangible products is 
not virtual, not to the extent electronic commerce in intangibles and electronic 
commerce in services are. This difference has tax ramifications - as the global and virtual 
elements of electronic commerce increase, the tax challenges become more intense. 
Likewise, anonymity is always present to some extent but varies between the different 
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types of electronic commerce and the necessity for information to be passed on from 
one party to the other.  
 
The level of anonymity depends on the architecture of the Internet and on the available 
locations technologies. As the level of anonymity increases, the tax challenges become 
more complex. An example of anonymity can be seen by PayPal. To use PayPal a 
consumer needs to register, provide all the details, but the seller does not get any of 
these details, so the seller knows what the address is because PayPal gives them the 
information, but even then it is not known if it is home or work address or someone 
else’s.  Generally anonymity is not possible to a great extent. There are tools to be used 
if people purposefully want to attempts and hide their identity, such as an anonymous 
FTP, a service allowing the user to gain free access without the need for passwords.  
Some appraise the existence and need for anonymity on the internet and even during 
electronic commerce transactions still attempting the utopia of cyber libertarianism. 
However many supporters anonymity or its online pursue has, it can carry considerable 
and alarming implications for social interaction online and regulation, especially in the 
aspect of electronic commerce taxation, where the need to identify seller’s and buyer’s 




4.3 Determining Place of Supply; the importance of Permanent 
Establishment 
 
One of the major points of discussion in relation to electronic commerce taxation is the 
principle of Permanent Establishment (PE). The notion of PE is very important in source 
taxation. Without PE, a country cannot claim jurisdiction to tax profits resulting where 
good or services are sold. A PE is a “fixed place of business through which the business 
of an enterprise is wholly or partly carried on”145. But the challenge of this definition is 
to fit within the electronic commerce context. PE requires something “fixed”, attached 
to a geographical place. Within the context of electronic commerce there cannot be 
bricks and walls. The permanent establishment guidelines were presented in the ones 
falling within the wording of Article 5 of the OECD model Convention, where they took 
the view that a website cannot constitute a PE, which means that countries cannot 
profit from website businesses but can only impose a levy on enterprises which have a 
fixed establishment in that country. Thus, from the perspective of tax administration, 
the principal challenge remains how to implement geographically limited taxing systems 
in a technologically advanced environment that makes geographical borders and 
limitations essentially irrelevant. 
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4.4 Digitization; Goods or services? 
 
As mentioned previously internet brought about the alteration of the nature of 
products, especially the products that could be transformed into a digital version of 
what they were. For example a book has been to an extent replaced by e-books, 
especially the last couple years with the sales of e-readers increasing.146 This change has 
severe implications for traditional consumption taxes, which were developed under the 
premise of a physical presence in a tax jurisdiction. A large number of countries in the 
world that impose Value-Added Tax (VAT) on the supply of goods and services are facing 
the same problem of trying to carefully categorise intangible products as goods or 
services.  
 
The EU Commission agreed that supplies of digital products must be classified as 
services even if such products would, if delivered in their tangible form, be treated as 
goods for VAT purposes.147 Particularly in the case of software and music or video 
products, which can be downloaded or e-mailed directly to customers via the Internet in 
digital or electronic format, the similarity is close enough to create some confusion. 
According to the VAT Directive a supply of service can be a) the assignment of intangible 
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property, whether or not the subject of a document establishing title, and b) the 
obligation to refrain from an act, or to tolerate an act or situation.148 Art 25 is concise 
but could be clearer on the elements of what is supply of services. Electronic commerce 
and the digitised form of products present another challenging task to tax authorities, 
firstly to categorize the character of the product and then to identify the framework for 
the transaction to take place.149 The case of Napster has showed that digitised 
entertainment is specific volumes could be problematic for tax and legal authorities, as 
publishers of video games or music consider the download of music or a video on the 
hard drive as exactly the same as buying the hard copy.150 These matters can present 
problems in consumption taxation as well as add the element of vagueness to whether 
the income generated in these transactions is classifies as business profits or as royalties 
paid for the rights in the music or the video game. 151 
 
4.5 Dominance by a few players  
 
The lack of geographic boundaries has helped increased the amount of electronic 
commerce activity; small-sized companies can become international players by using 
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electronic commerce. But at the same time it provided a few players with the freedom 
to dominate the online commercial arena. Companies such as Amazon, Google, eBay, 
PayPal are more likely to have the resources to be tax compliant and deal with 
reasonable administrative burdens. A relatively recent example is Wal-Mart, being a 
late-comer to electronic commerce but having the capital and the expertise to set up 
and be near the top very quickly.152  
 
The electronic commerce marketplace is extremely competitive and the sheer size of it 
does offer opportunities but also adds more to the competition.153 Is the reason these 
players are taking the biggest part of the revenue because they were first in?154 The 
nature of the Internet and the development of electronic commerce did not allow for 
everyone to enter in the beginning. Not everyone had the technical knowledge and 
expertise to establish online trade in a new environment. And other reason is the fact 
that only some people took advantage of the new “place”, Internet, and showed 
leadership. For instance, it is riskier for a firm to enter a market in times of uncertainty. 
In case the market develops in the way that the pioneer or first mover has anticipated, 
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then the pioneer will enjoy first mover advantage by being first to market. 155  However, 
if the market develops in a way that the first mover did not anticipate, it stands to lose 
significant market advantages, and because of that, if a firm waits until the uncertainty 
is resolved, then it can be sure that investments involved in going to market are more 
likely to pay off, even if it is a follower to the market.156  
 
Internet offers the ability to set up and operate relatively inexpensive public and private 
communication systems. Despite the opportunity presented, the competition on one 
hand and the increasing administrative burned on the other makes it more difficult for 
smaller e-business to establish themselves online.157 The main problem to the small 
electronic commerce website owner is not the added cost of the VAT, since that is 
passed on to the consumer. It could be difficult for the e-vendor to keep up with the 
ever changing taxes all over the different jurisdictions and the different reporting and 
collecting mechanisms.158 Another aspect that can be seen as challenging is the aspect 
of consumer trust on electronic commerce platform. Trust is a factor which if 
established with the consumer than the customer is likely to stay and return with you; 
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however, e-commerce still is regarded as dangerous by some. Amazon.com appeared 
online in 1995, and it was a few years before others could do the same at the same 
quality level.159 
 
5. Specific challenges electronic commerce presents to VAT  
 
The impact of electronic commerce as a productive medium for generating profit and 
expanding market penetration is revolutionizing the standard business model as it 
stands today. The potential of growth is enormous and the development rate is 
increasing continuously. In the US alone, which is the largest electronic commerce 
market160, online retail even during economic recession reached $133.6 billion in 
2008161, a very significant increase from $22 billion in 1998.162 Businesses, under the 
right circumstances, that have acted fast enough to embrace electronic commerce now 
find themselves one step ahead of their competitors, allowing them to establish market 
leader positions, and benefiting from a rising learning curve and electronic commerce 
acceptance. But with that great advancement, came certain significant challenges too. 
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The electronic commerce effect has resulted in certain aspects of conventional 
commerce being reconsidered; one of these aspects is taxation. Tax policymakers have a 
lot to adapt and adjust if they want to be efficient and updated as far as electronic 
commerce is related, so that lost tax revenue from electronic commerce is as minimal as 
possible. But what are the main challenges in relation to tax? To look at the specific 
challenges, the discussion will first consider the types of tax which are affected by 
electronic commerce and the implications for traders, before considering the general 
challenges. 
 
5.1 To Income Tax  
 
It was mentioned above that corporation’s tax is similar to income tax; the difference is 
the level on which it is applicable. The similarities are evident from the consideration of 
discussing corporation tax and the potential tax liability of the individual shareholder. 
Electronic commerce makes it easier for business to be conducted without creating the 
"permanent establishment" that would otherwise subject a seller to tax on income. It 
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blurs the distinctions between the sale of goods, the provision of services and the 
licensing of intangible assets, each of which is subject to some form of taxation.163  
 
Source of income concepts play a central role in international taxation since the country 
of source generally has a right to tax income and the reason it needs to be mentioned is 
because it generates more revenue than any other taxes for a government. In general, 
the source of income is located where the economic activities creating the income 
occur. So the issue here remains similar as mentioned before; the challenge of finding 
where the economic activity occurs so as not to allow tax evasion by an online trader.  
All individuals must pay capital tax on capital gains, and collection on income tax takes 
place on the source by direct assessment164 Taxes are imposed on the whole income of 
any person 165 and to ensure the correct amount has been paid for a fiscal year all the 
different sources need to be accounted for. If the individual operates an electronic 
commerce business, for which no tax is accounted for him acquiring the profits and no 
registration has taken place, then the state is losing revenue from more than one 
potential tax payers. For instance, the criteria for an individual to be subject to income 
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tax within the UK are if they are resident or ordinarily resident in the UK166. Generally, 
the income tax will be imposed on the whole income of any person tax resident in the 
country, and on income arising within the country of anyone not resident. Cases of small 
vendors carrying online business have been on the rise the last decade, especially in the 
beginning of operation of eBay, the well-known auction website.167 The possibilities 
available due to electronic commerce create another challenge for income taxation; it is 
difficult to classify transactions as having an outcome strictly same to before. Electronic 
commerce has made it difficult to classify the transaction in the classical categories of 
“trade income” or “services income.” The standard categories anticipated products, 
services, and businesses that predate ecommerce, but the current age is different. 
Electronic commerce cannot be easily classified according to the old transactional 
categories.168 
 
5.2 To VAT  
 
The aspects in regard to VAT will be mentioned here but discussed at later chapter in 
more detail, as it is the main tax studied for the purpose of this thesis. The reason for 
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this is consumption taxes, and VAT specifically, is wide-spread amongst most of the 
OECD members and it represents the most challenges towards traditional concepts of 
taxation and the need to examine viable solutions now as the Internet and electronic 
commerce are showing unparalleled growth rates, especially in relation to the fact the 
average consumer is having better and  more convenient technology to go online and 
purchase a book, music or credits for an online game, even fresh grocery. 
 
VAT is a European-developed tax and the European origin signifies its importance within 
the EU boundaries and of course now extending outside of them too, as it has turned 
from a European concept to a tax regime used in many jurisdictions worldwide.169 The 
reason VAT was initially established was in order to formulate the environment of an 
efficient single market within all Member States.170 Consumption taxes tend to be 
considered more stable and dependable than income taxes. The reason behind that 
perception is that the consumption base is less vulnerable than the income tax base; 
consumption expenditure tends to be more stable than income therefore it provides a 
more steady source of revenue. VAT is charged on the consumption of various products 
and services, such as electronic services, and the end-user of the service or product will 







pay the VAT by reference to the value of that service or product.171 It is considered an 
efficient way for governments to raise revenue.172 The consumer is who will bear the 
tax, and that follows on from the initial thoughts that taxpayers are charged because 
they are receiving public services afterwards173 VAT is an indirect tax fully compliant 
with the destination principle; it aims to levy the consumption where it happens and not 
where it originated from. However not all goods and services are subject to this levy or 
to put it better, there are services and goods subject to zero levy, mainly due to social 
policy implications. In UK for instance such goods are certain types of food and books as 
well as exemptions relating to provision of health and education services174 
 
Applying VAT on electronic commerce transactions raises some key questions. Is there a 
clear distinction between supply of goods and supply of services when the purchase 
involves intangible goods equivalent to existing tangible ones in the market? Is the 
computer server enough to constitute a connection for that State to impose VAT? Does 
the IT infrastructure alone, establish Permanent establishment and what is the situation 
when human recourses are necessary to ensure operation of the IT equipment? Is VAT 
to be charged on a destination basis or an origin basis? In 1998, at the very beginning of 
electronic commerce consumption taxation was seen as the type of taxation more likely 
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to create problems for tax administrations. The OECD did observe that “the problems 
concerning the application of consumption taxes are generally recognized as having 
more immediacy than the issues concerning direct taxation."175 
 
To consider the potentially problematic relationship between electronic commerce and 
VAT, there has to be a clarification on the different categories of transactions. There are 
business-to-business176 sales of digitised products, such as purchasing and downloading 
security and privacy software for the business from a business specialising in security 
software, as well as B2B transactions involving the sale of tangible property via 
electronic means, for example the purchase of computer terminals and IT equipment for 
the business from an online vendor. Also, there are transactions involving business-to-
consumer177 sales of digital products such as the purchase and download of music from 
iTunes, as well as B2C transactions involving the sale of tangible products from an online 
vendor, for example an individual consumer buying a laptop from Amazon.co.uk. In 
regards to tangible goods, tax authorities simply need to adjust the existing regulatory 
framework. An appreciation of this fact is the approach taken by EU, with the Directive 
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97/7/EC, identifying such transactions on a similar basis to any other cross-border 
transaction involving tangible goods.178  
 
Therefore, the types of electronic commerce transactions presenting the challenges for 
VAT are the B2B and B2C sales of intangible products and not the sales of tangible 
products via the Internet179. The main questions raised in regard to the online sales of 
intangible products are mainly ones of product characterisation as well as of applicable 
jurisdiction. The jurisdiction question, which jurisdiction can impose tax on the specific 
transaction, to an extent is answered by considering the OECD Framework suggesting 
VAT should be destination-based, but the tax authority needs to have jurisdiction over 
the online vendor to successfully establish the levy on B2C electronic commerce.180 The 
jurisdiction issue can be a complicated on, as mentioned above and also in conjunction 
with the Permanent Establishment principle, where the State will be able to levy the 
change if there is sufficient evidence locating the Vendor and the premises necessary 
within that jurisdiction.  
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The application of VAT will be determined to a large degree by how the product in 
question is characterised and where is the supplier located.181 For efficient taxation on a 
consumption transaction the authorities need to identify where it takes place and 
whether it is goods or services supplied. The location of the seller as well as the location 
of the buyer is often not made known to each other, presenting a degree of 
anonymity.182 Also, the potential difficulty for tax authorities to identify the supplier’s 
physical location could allow tax evasion, since the place of supply of service is seen as 
the place where the supplier has their business or a fixed establishment associated with 
the business.183 The supply of services between businesses is in principle taxed at the 
customer's place of establishment, while services supplied to private individuals are 
taxed at the supplier's place of establishment.184  
 
This distinction is made to clarify what is the status of the customer receiving the 
service. A distinction must be made between a taxable person acting as such, for 
instance a business acting in its business capacity, and a non-taxable person, which 
would be a private individual who is the final consumer185 This tax is not a personal tax, 
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meaning it is not imposed on individuals, but it is imposed on commercial transactions, 
even though these persons will be accountable for the collection of VAT, as described in 
Sections 3 (1) of the VAT Act: “a person is a taxable person for the purposes of this Act 
while he is, or is required to be, registered under this Act. Morse and Williams present 
some elements, which they argue must be in place before the VAT applies on supply. 
They say that VAT applies to “supplies or good and services for consideration other than 
exempt supplies in the EU (or in each Member State such as UK) by a taxable person as 
part of the economic activity of that person”186. All these elements can be distinguished 
and analysed individually to give a better understanding of how VAT works and only 
after the status of the customer and the nature of the service are clarified, the supply 
location is identified for VAT purposes. 
 
VAT regulation has taken the direction of the OECD in many of its key elements. The 
Framework Conditions presented at the Ottawa Ministerial Conference have been 
providing guidance in regard to consumption taxes.187 Within the EU, being the first 
considerable tax jurisdiction to establish and apply a consumption taxation framework, 
there is evidence of adopting and developing the OECD principles. These principles 
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suggest that VAT should be levied in the jurisdiction where consumption takes place.188 
That would create a rather demanding task, considering it is digital products over 
electronic channels, for the tax authorities to determine destination location and ensure 
the mechanisms are established for tax collection in that jurisdiction. One of the other 
recommendations put forward by the OECD was the application of reverse charge or 
self-assessment for B2B transactions involving digital intangible products, in order to 
protect the tax base of the online traders.189 This shows that the distinction and 
establishment of different means of tax collection between B2B and B2C transactions 
for intangible products was perceived as a key and potentially challenging matter by 
OECD.  
 
An indication of the important role OECD has taken as a coordinator to these issues can 
be seen by the statement of the Clinton Administration’s Deputy Treasury Secretary. 
Eisentstat said “Unilateral proposals, even though intended to be consistent with the 
OECD framework conditions, increase the risk of unintended consequences. They can 
undermine the OECD process and weaken the resolve of those who have been resisting 
unilateral measures while awaiting the results of that process”.190 
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As mentioned above in the case of supply of digital products it could be difficult for the 
seller to identify where the consumer is located. Since the products would be 
transmitted via electronic means there may be lack of documentation of the sale and 
any relevant electronic record, which could open the possibility of tax evasion and 
ultimately make enforcement of the regulatory principles difficult. Another potential 
challenge to tax authorities relating to VAT from electronic commerce is the 
administrative burden of compliance for the sellers as well as the tax authorities 
themselves. Generally, tax authorities could administer and collect VAT and other 
indirect taxes with considerably less hassle than a direct tax. The reasons were that 
there were usually a smaller number of taxpayers and also companies had to satisfy 
some requirements for registration, and thus compliance was perceived as easier.  
 
However, electronic commerce brings a major shift in that perspective; tax authorities 
have to deal with a substantially larger number of consumers from worldwide, meaning 
that the people dealing with their tax system could be multiplied to those just residing 
in the specific state. The same problem applies to the online traders. By the nature of 
their trade and products supplied the destination of the supply could be anywhere, and 
the consumer could be in significantly different tax jurisdiction. Online traders could 
face significant bureaucracy by means of registering for VAT in the consumer’s 
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jurisdictions and ensuring compliance with the specific tax regulations, potentially in a 




Electronic commerce taxation should be approached on a fair and secure basis. There’s 
no doubt that governments will not allow their tax revenues to evaporate because in 
practice revenue from consumption taxes still holds a major role in securing the funds 
for services governments need to provide to citizens. So electronic commerce taxation 
can be perceived as a normal part of the way governments operate. The challenges 
posed by electronic commerce for tax administration are quite significant and pose key 
questions to be answered. Even if the technical issues raised by electronic commerce 
can be resolved, there remain the political and policy questions, which in the end may 
be more demanding and formidable. The considerable efforts by the OECD and other 
governmental and non-governmental initiatives only indicate that the result is more 
likely to be in favor of the adoption of taxing regimes which will operate effectively in a 
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This chapter will provide an overview of taxation from a theoretical perspective to the 
vital fiscal aspect of any commercial transaction. It will start by considering the 
development of taxation from theory, looking also at the historical background, to a 
contemporary systematic procedure. The question of what is tax and its main 
characteristics will be answered, building upon the specific elements identifying the 
importance of tax in a commercial sense, conventional as well as online. Thu purpose of 
this chapter is to provide some background on the basis of tax and how they will 
associate with taxing e-commerce from a consumption tax perspective.  This discussion 
will produce useful findings in order to study regulatory attempts for the online 
commercial transactions and their taxation. These attempts will have to consider, other 
than the current systems, the basics of taxation systems, starting from Adam Smith and 
the Wealth of the Nations, as well as the initial models on electronic commerce 
regulation, even considering the libertarian views of the “borderless” cyberspace and 
the regulation model put forward by Lessig191. The discussion will continue on the 
reasons and objectives behind a taxation framework. Has the rationale behind tax 
changed substantially to warranty complete overhaul when relating to electronic 
commerce transactions? This chapter will help identify the basis on which the 
foundations of the thesis main arguments will be established, namely the basic aspects 
of taxation and the principles behind them such as a distinction between direct and 
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indirect taxation as well as one of the significant aspects of electronic commerce related 
taxation, the Permanent Establishment. In conclusion all the discussion of this chapter 
will provide useful assistance in identifying a parallel for the principles of a more 





















































Tax systems are an essential characteristic of modern states used in order to generate 
significant amounts of revenue. In 2010 tax revenues accounted for 91% of total general 
government revenue in the European Union. Tax revenue made up 39,6% of GDP in 
2010 in the European Union and 40,2% in the euro area.192In the United States 
government revenue has constantly been increasing to reach about 35% of the GDP in 
2010193 These figures are clearly indicating the central role that taxation, in its varying 
formats, plays in the operation of a state and governments have spent significant 
political and intellectual capital debating and establishing tax reforms in different tax 
aspects194. In practice, however, reform has been limited to only incremental changes to 
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the pre-existing systems. That is not to say of course that significant changes have not 
been made, some of which have assisted in further development existing taxes as well 
as in more modern elements of a tax regime.195 Major reasons for investing in research 
of tax in different jurisdictions can be briefly identified as a globalisation of the capital 
and corporate entities, closer cooperation, both on a political and trade level, as well as 
the emergence of Internet and Electronic Commerce196. 
 
2. What is tax? 
 
 
The first step before discussion of the historical background and fundamentals of 
taxation systems should be directed to the basic element; what is tax? The definition 
can be useful in providing a starting point on which to expand further by examining its 
principles and individual characteristics. One useful definition can be found at the words 
of former Chancellor of Exchequer and economist, Hugh Dalton. His definition of tax 
reads that ‘a tax is a compulsory contribution imposed by a public authority, irrespective 
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of the amount of service rendered to the taxpayer in return and not imposed as a 
penalty for any legal offence...’197  Even back then taxation was recognised as an 
increasing necessity for the Government to be able to finance and meet the expenditure 
required for public welfare and other state activities. Dalton was a firm believer that 
Government should be gathering public revenue from ‘a skilfully conducted public 
enterprise’198, indicating the need for setting up a very well structured and efficient 
framework for taxation.  
 
To define adequately what tax is, there needs to be a rather specific point of view 
because any ambiguity can widen the spectrum endangering the definition to be too 
vague; it should be more precise to preserve the notion of an exact and strict definition. 
Another noteworthy definition is provided by James, who reads ‘a compulsory levy 
made by public authorities for which nothing is received directly in return’199 . From 
James’s definition a few things can be observed. There is the idea of a payment made, 
but at the same time, in contrast to what is usually the case in other contractual, 
commercial transactions, there is nothing ‘directly’ in return. The term ‘directly’ as used 
in James’s definition indicates a level of interaction between the state and the citizen. 
The citizen will be the party responsible for the payment of the tax, and that does not 
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mean there will be an immediate and direct provision of services returned to the 
taxpayer. It represents a more general approach to gaining a benefit by assisting the 
state and thus allowing for economic stability and development, and it will subsequently 
be for citizens’ enjoyment of services such as health services, road infrastructure, and 
schools200. The idea behind payment of taxes carries the notion that it is meant to be 
returned to the taxpayer by means of service provision by the state.  
 
Another way to attempt to define what tax is, can be by trying to find the main 
characteristics. According to the discussion in the case of IRC v Oce van der Grinten201 
tax ‘is a compulsory levy imposed by an organ of government for public purposes’.  This 
definition puts more emphasis on the legality of taxation by using the term 
‘compulsory’; it is a legal obligation to pay taxes. As with the previous definitions above 
there is the political and policy involvement by identifying that taxes are paid for public 
purposes.  
 
A rather discerning opinion is that of Auberon Herbert, a philosophic anarchist, who was 
of the opinion that taxation is not morally justifiable. That seems to be quite an 
eccentric and rare approach, indicating that his philosophical perspective was 
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considering the State not as a structured institution, but a more abstract non-governed 
principle where citizens had no such obligations.202 Morse and Williams try to attempt 
the definition of what tax is from a different point of view; by listing all the charges 
identified as taxes203. Such a task does appear to be a very laborious task and even if a 
list of all taxes within a specific jurisdiction is collected it may still not provide the 
accuracy such a task requires. A better approach is to collect information and list the 
major taxes, depending on their significance for the relevant jurisdiction, for instance 
calculating the amount of revenue they bring in. The International Bureau of Fiscal 
Documentation (IBFD)204 also provide their own view towards how to define what tax is, 
proposing that on one hand a tax should not include charges or penalties, but on the 
other hand it can include social security contributions. The reason for this distinction has 
to do with the fact that social security usually compulsory, unrequited payments to 
general government.205  
 
Having a definition serves the purpose, as mentioned earlier, of having a starting point. 
The question of how accurate the definition is should be considered in accordance with 
the environment the tax operates in, whether it is related to domestic or international 
law, whether it is a sales-related tax or corporation tax. For instance within the 
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European Union, different Member States have their own tax systems and to a certain 
degree have their own understanding of what tax is and its main principles and aims206. 
On the other hand, there need to be some ground rules to allow cohesion in tax policies 
and some degree of coordination on taxation207. To understand taxes that will be 
imposed on a business or an individual, one has to understand the national tax laws of 
that country, as to an extent they will be associating with the culture of that country. As 
economic integration within the European Union moves further forward, the 
interactions between the tax systems of the Member States are of growing importance. 
 
 
Another definition worth considering as it presents a different approach is the one 
found in the dictionary. The Shorter Oxford English Dictionary defines taxation as ‘the 
imposition or levying of taxes; the action of taxing or the fact of being taxed’208. This 
definition emphasises on the dichotomy of ‘fact’ or ‘action’. The first could be relating to 
the perception of taxes by the taxpayer, while the second one to the planning and policy 
aspects from the side of the taxing authorities. Both these perspectives, alongside the 
elements from the aforementioned definitions, are providing useful insight on how tax 
can be defined. These different definitions indicate another potential problem; they 
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have common principles but are not the same. Considering the wide-reaching 
implications that such a generic tax definition would be encompassing, it seems logical 
to not have a very specific definition covering all perspectives. Different jurisdictions, 
global nature of many commercial transactions, electronic commerce can all identify the 
basic meaning and functions of tax from very different perspectives, therefore all is 
needed is a few widely accepted principles. There are disparities between conventional 
and online commerce, but there are also similarities identifiable to both. This discussion 
and the ensuing thoughts will be very useful in examining the tax issues in relation to 
electronic commerce and assisting in developing the arguments throughout the thesis.  
 
3. Taxation: a historic glimpse into its origins and development 
 
 
Another way to appreciate its significance and make taxation more efficient is to 
understand its original objectives, how it emerged and developed to its current 
contemporary form. Taxation has existed for many centuries in different formats209. 
There was a system of taxes in Ancient Athens, with non-Greeks and slaves ultimately 
paying more than the Athenians. Subsequently, the Romans developed a substantial 
taxation framework allowing the individuals dealing with taxes to acquire enormous (for 
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the time) amounts of money and at the time enormous power in their hands. There 
were tax systems evident even in theocratic empires like Ancient Egypt and China where 
people were made to pay taxes in the form of tribute to their leader or their God210. 
Also, the UK taxation system as we know it now is a result from trying to find means to 
finance for the British to increase military and intelligence against Napoleon 
Bonaparte211. William Samson, from University of Alabama, argues that taxation is 
something which appeared and got implemented at different times in different 
civilizations, putting it parallel to building of such architecture as temples212. Others 
argue that taxation is not simply a matter of economic management and governance, 
but it evolves around the idea of the state and aspects of society playing a very 
important role213, and on the same line Brownlee presents a short history of the US 
federal taxation presenting all the social and economic factors that helped with its 
development214. 
 
Another argument amongst tax and history academics is the influence taxation may 
have had to the development of numbers and mathematics215. One area that provided 
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evidence of tax system at the same time that other areas were being developed, such as 
mathematics, is the one in Mesopotamia, where historical records dating back to 
2500BC indicate payments made by the citizens as a form of taxation towards the main 
religious leader216. These were then used partially to build infrastructure like canals. 
Solon in Ancient Athens around 590BC saw that prosperity was evident amongst the 
Athenians and he imposed tax on property, which set the ground and about a hundred 
and fifty years later, citizens of Ancient Athens had to pay taxes on their land, houses, as 
well as slaves, furniture and income217. By the 12th century, European states, initially 
Italian and Dutch, had a well-established system of property taxation. Two centuries 
later in England the property tax under the name of ‘the fifteenth and the tenth’218 
appeared. It applied both to real estate as well as personal property, which did create a 
problem. The problem was in regard to tax collection and the personal property, or 
‘movables’, which were easily hidden from tax collector.  
 
The 14th century England ‘the fifteenth and the tenth’ property tax situation does 
resemble some of the concerns over taxation of electronic commerce; the intangible 
nature of some goods and services could be a contributing factor to increased 
anonymity and loss of revenue; it could be easier kept secret from tax collector, just like 
                                                 
216
 The significance of Ancient Mesopotamia in Accounting History, Garbutt  
217
 The international taxation system - History of taxation, William D. Sampson 
218
 Wareham A, 2012, Fiscal policies and the institution of a tax state in Anglo-Saxon England within a comparative 
context, The Economic History Review, Volume 65, Issue 3, pages 910–931, August 2012 
111 
 
was the case in 14th century Britain219. In 14th century Britain, there were difficulties for 
the taxman to impose levy on products and items that were easily hidden or he was not 
aware of. Similarly, the online environment offers the potential for a comparable set of 
circumstances. Then the items could have been crops hidden anywhere in the house or 
other places that the taxman would not be able to find them. The internet offers a place 
to hide aspects of a person’s online behaviour and actions. So there are some analogies, 
from the time taxation was developing to considering taxation of electronic commerce. 
These similarities can potentially present constructive information, drawn upon from 
past situations and regulatory frameworks, for the research into taxation of electronic 
commerce.   
 
So far there has been a general brief overview of taxation and its development through 
different eras. What about consumption and sales related taxation? In Rome, for 
instance, there was a tax on sale of slaves, as well as paying a form of import-export tax 
for value of goods, which at that time was more an issue of payment to the different 
rulers so that the traders would be protected. It was similar to what nowadays is part of 
the taxation outcomes; citizens pay taxes to the government, who then has to return 
services back to them, and these services will include Police amongst others. The 
Romans’ import-export tax was not part of democratically funded governance, but the 
payment of the said tax was offering some protection to the traders, and at times they 
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would have to pay to more than one ruler, depending on the places their route would 
go through, and unlike today there were no equivalent to a double taxation treaty.  
 
Similar findings have been discovered in relation to Phoenicians220. In England in the 13th 
century there was the Channel cross commerce as well as the need for sources to fund 
the Crusades. These meant the development of consumption taxes, such as the 
“fifteenth”221, which was a tax all traders shipping goods in or out of Britain had to pay 
to the King. The British also used similar methods of raising capital in America as well. In 
order to make British goods seem more competitively priced to American consumers, 
they imposed taxes on high rates on goods imported to the American Colonies from 
other countries. Similar techniques were later, 19th and early 20th century, used in the 
U.S. to ensure consumption of local products and to discourage importing222. 
 
Taxes usually are presented in the form of a charge on certain luxuries as well as 
necessities. There are taxes on mobile phone bills, petrol and electricity. There are taxes 
imposed on social activities such as cinema ticket or ticket to attend a sports event.  
Some activities such as gambling, alcohol, tobacco, have taxation adhered to them as a 
way to control their social perception and attempt to limit the demand. A good example 
                                                 
220
 Jose M.L. & Moore C.K, 1998,  The development of taxation in the Bible; Improvements in counting, 
Measurement and computation in the Ancient Middle East, Accounting Historians Journal , Vol.25, No 2 
221
 Samson, W. 2002, History of Taxation in ;Tax System.Lymer A, Hasseldine J  2002 “The International Taxation 
System”, Kluwer Academic Publishers 
222




of such tax is the 18th century “tea tax”, under which tea was actually taxed as it landed 
on American soil223 and the trader would have to pay the taxation imposed before being 
allowed to take his shipment of tea to sell224. Similar to that, the first national tax in the 
United States of America was the Whisky Tax in early 1790s225. The first State imposed 
sales tax was introduced in the States in the 1930s226. On the other hand, Value Added 
Tax (VAT) did initially appear in the 1950s in France, initiated in 1954 by Maurice Laure 
being Director of Tax Authority in France. 227 However, it was not until the Sixth VAT 
Directive (in May 1977)228 that there was an adoption and agreement for uniformity of 
the VAT coverage from other European Countries.  
 
Alongside the development of taxation regulation, it became evident that tax can also 
be used for controlling aspects of social life. Examples of such approaches can be seen 
with tobacco and alcohol. By increased taxation on certain products like the tobacco and 
alcohol, there is an expectation it will discourage people to take up or continue that 
type of social behaviour. For instance, regarding smoking there are reports indicating 
increased tax results in drop in the number of smokers229 Changing economic or social 
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circumstances also do play major role in how governments tax; a factor which illustrates 
the individuality of every tax system. Different jurisdictions will have taxation 
frameworks rarely identical to other jurisdictions, and even within the same jurisdiction 
the tax rules need to be adaptable to changing local circumstances as well as global 
economic conditions.230 As it can be seen from this brief historic overview, tax is, or 
should be, a developing and adaptable mechanism, changing as society changes. 
Looking back at its development from different perspectives it still provides recognition 
of the fact that taxation is entangled with national and global incidents and 
circumstances; changing societies will dictate changes in tax regimes. So tax                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                    
is adaptable but exactly what are the main principles of it that require and permit 
adapting, and most importantly what are the main reasons and objectives of it? 
 
4. Why tax? 
 
As we seen from the definitions mentioned above, the role for imposing taxation rests 
with the government of a country, elected or otherwise in power, or by a 
department/institution of the government. The main role a government undertakes 
when in power is to ensure efficient running of the country’s affairs. In order for most of 
these affairs to be dealt with in an efficient manner, certain level of expenditure needs 
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to take place; for instance in education, health and welfare. The primary principle 
behind taxation is the very obvious necessity to raise revenue to allow government to 
pursue expenditure for the economic requirements of the country. Redistribution of 
wealth is a generally accepted purpose of taxation, making taxation ‘progressive’ and 
directing some of the revenue collected to welfare service provision.231    
 
In 2012 the tax revenue as percentage of the total GDP, i.e. the sum of taxes and social 
security contributions showed overall increase in most countries.232 In the 27 European 
Union Member States amounted to 40.1 % of GDP233. This value is lower in the United 
States (25.1%) and Japan (27.6% in 2011)234. For instance in Denmark it amounts to 
48.1% while in Romania it is at 27.3%, and in the UK it is at 35.5%.235 That illustrates the 
point made above about the significance of taxation and collection of revenue for 
governments. This revenue provides the funds for necessary governmental expenditure 
in services for the citizens, such as social security benefits and education as well as on 
other state affairs such as national defence. Due to its complex nature, taxation not only 
has economic but many political implications as well. An unpopular tax can be a very 
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serious political mistake; taxation authorities may have problems enforcing it, or 
problems with the resources and mechanisms needed for its collection, while, if there is 
public outcry, it can also cost a politician the public’s vote236. Taxation is also a form of 
controlling efficiently the economy and its trends237. Customs duties provide a good 
example to indicate this point. For instance, in the 1930s in order to protect the British 
leather industry a high customs duty was imposed on imported leather238; in this 
example the tax was very well designed for its purpose, as it was not meant to collect 
money but to control a specific element of the market and protect the trade of British 
leather239 
 
4.1 How to tax? Adam Smith and the ‘4 canons’ 
 
The principles for a taxation system can vary from one jurisdiction to the other; with the 
emphasis being placed on different aspects according to the individual monetary policy 
and culture. However there are some basic principles that of course do not provide an 
answer to “what is the best tax rule” but they provide the basics for designing an 
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efficient and better for the taxpayer tax system. Adam Smith, a Scottish economist and 
customs official, in the end of the 18th century, 1776, produced some very important 
literature presenting his ‘four canons’240 to try and answer what is the best form of tax 
and improve taxation regulation. His books were stating his preference for a free market 
economy as more productive and more beneficial to society241. Smith prescribed the 
four principles which he thought were the substance of an efficient tax system: a) 





The Equity principle refers to the fairness principle that taxation should treat taxpayers 
with; people should not be asked to pay taxes which are not in proportion with their 
financial status. ‘The subject of every state should contribute towards the support of the 
government, as nearly as possible, in proportion to their respective abilities; that is in 
proportion to the revenue which they respectively enjoy under the protection of the 
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State’243. Adam Smith is considered as one of the advocates of ‘progressive’ taxation, 
however considering the above quote it can also be argued that he was a proponent to 
‘proportional’ taxation, as he debates the aspects of taxpayer only paying ‘in proportion 
to revenue they respectively enjoy’. Proportionality could be seen as a direct 
representation of income to taxes, since Adam Smith considered the best measure of a 
citizen’s well-being and capacity to pay taxes would be mirrored in their income. If a tax 
is fair, then the impact it will have on the taxpayers will be similar, whether the taxpayer 
is a millionaire or a worker on minimum wage.  
 
4.1.2 Certainty  
 
 
Smith also argued that tax regulation should provide certainty. ‘The tax which each 
individual is bound to pay ought to be certain, and not arbitrary. The time of payment, 
the manner of payment, the quantity to be paid, ought all to be clear and plain to the 
contributor, and to every other person. Where it is otherwise, every person subject to the 
tax is put more or less in the power of the tax-gatherer’244 Certainty would easily allow 
the taxpayer to predict the tax they would be charged. If the rules are clear and easily 
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accessible to the taxpayer then the individual taxpayer can assess to an extent the 
outcome of his economic decisions at the point when made. Adam Smith claims the 
contrasting scenario would be the ‘tax-gatherer’ to accumulate an authority which could 
potentially endanger any decisions made. This Smith argues could mean corruption is 
likely to ensue, and a degree of inequality to appear towards the taxpayers thus moving 
further away from certainty. Especially now with all the available technology, certainty 
appears to be a realistic aim for an efficient tax system, as information can be available 
at everyone’s disposal, creating a sense of clarity in the demands and obligations 





If a tax cannot be paid, then governments lose on revenue, and for that reason the way 
taxes are charged should be done in a way that is more convenient for the taxpayer. 
‘Every tax ought to be levied at the time, or in the manner, in which it is most likely to be 
convenient for the contributor to pay it.’245 Trying to make taxes easier and more 
convenient for the taxpayer has been a matter of debate and an objective for tax 
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authorities for a number of years246. Making taxes more convenient to the taxpayer 
means the taxpayer can choose when to pay and how to pay them. For instance in 
regards to purchasing consumables or general goods, it is the choice of the consumer to 
buy them and the tax is paid by the consumer too247, but according to Smith the 
taxpayer chooses when and how much he will pay; purchase big quantity pay more 
taxes on the goods, purchase less pay less tax. Of the canons mentioned so far, 
convenience would be closely related in certain aspects of electronic commerce as well 
as e-governance.  E-taxation, including e-filling and e-consulting, relates to the 
convenience aspect for taxpayers as well as increasing compliance; the information 
available online in certain jurisdictions can be a tremendous help to someone who is 
looking for tax forms, tax calculators even different tax regimes applicable to the 
individual’s profit or income.248 If carefully designed, a tax system could meet the 
convenience canon not just for the taxpayer but for the tax authorities too, as it will 
make compliance easier and allow for better relationship between taxpayer and tax 
authority. 
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A tax is deemed successful not only when it generates revenue but also when is efficient 
from every other relevant perspective. ‘Every tax ought to be so contrived as both to 
take out and to keep out of the pockets of the people as little as possible over and above 
what it brings into the public treasury of the state’249. If administration to impose and 
collect the tax is not kept to minimal costs, then the tax system is not efficient. If 
compliance cost is significantly expensive for the state, then it automatically becomes 
inefficient for the state and burdensome to the taxpayer. This fourth canon relates to 
matters of cost, both compliance and administrative costs.  
 
 
Smith’s principles are still in the centre of the debate of how to design a good tax 
system. A couple more principles can be added to these four; that is a tax system must 
be flexible and must also be convenient and competitive on an international scale250. As 
the economic situations change rapidly, not only internationally but even within a 
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country’s borders, tax system has to provide for a degree of flexibility; it should be able 
to have the ability to function in changing conditions without the danger of creating 
problems for the fiscal operations of the country.  
 
Nowadays, the fact every country trades with many others around the globe is factor to 
be taken into consideration and ensure that the tax system is a competitive one in the 
international stage. For instance within EU there are many different tax systems but 
they all have to be compatible with each other and all must ensure compliance with EU 
regulation. Governments are therefore faced with a challenging task when designing 
and adjusting taxes, but without them they simply cannot operate financially.  
 
Adam Smith presented his four axioms in an attempt to, at least theoretically, formulate 
a framework of principles for efficient tax design and therefore effective taxation. The 
fourth of his principles refers to cost-effectiveness, which can be seen as the more 
significant one as it relates to the three mentioned so far and is especially relating to 
enforcing the tax successfully. Efficiency is usually referring to whether the cost of tax 
collection is too high for the tax authorities, which can be directed to the taxpayers 
themselves. The compliance cost sometime can be hidden resulting in the actual cost 
not being depicted exactly in the direct government costs. It also could mean that the 
taxpayer can potentially incur the extra costs. The PAYE system provides an example of 
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this, where the employer is acting in the form of an unpaid collector for the Revenue, 
while another example is a merchant incurring cost in his compliance with the VAT 
scheme. In both instances significant cost can exist in ensuring compliance with the 
procedures, in the form of getting professional expertise and advice in relation to the 
specific tax affairs; cost which could ultimately be passed on to the end consumer. 
 
 
4.1.5 Examining Efficiency 
 
 
In order to examine efficiency in a tax251, consideration of the effects of taxation may be 
necessary. Is a tax something working as incentive for a taxpayer or the factor that 
discourages them? Income tax for example is something directly affecting any working 
individual; would a higher rate of income tax make people work harder or would it 
operate as a disincentive? Research shows that higher taxes do act in a negative 
manner252. According to Smith higher taxes could create an atmosphere of unmotivated 
taxpayers, and more specifically higher business taxes could lead to price increase253. 
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Also, could lead to increased attempts of tax avoidance or unfortunate incidents of tax 
evasion, resulting in less revenue collected254.  
 
Tax evasion tends to result in punitive action taken, as it involves criminal behaviour to 
an extent. But tax avoidance, while not carrying criminal components can sometime be 
considered as unethical or objectionable, depending how elaborately the taxpayer tried 
to avoid taxes. It also depends on the type of taxes and that is a reason why tax 
authorities changed the focus of their attention in the 1970s255. For instance, income tax 
is easier to avoid than VAT is, and the latter over the last 40 years has become an 
increasingly important & profitable tax. Better efficiency and less potential of evasion is 
a positive step forward however has been criticised on the aspect of contradicting the 
progressive principle256 and favouring those on higher income. The advocates of 
expenditure tax claim it is more difficult to evade resulting in higher revenues and also 
the cost of administration relating to expenditure tax is lower257.  
 
The four Smithsonian canons are useful in attempting to create a framework on which 
to evaluate efficiency. However, Smith first published them in 1776 and now these 
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should apply to a wider and more international context. Currently European Union is a 
significant international player and every Member State plays a role in that as part of 
the Union. From a different viewpoint, there is tax competition between the Member 
States creating two levels of interaction; one where there is a tax harmonisation 
element and the other one where each Member State is adamant on protecting their 
own tax nature and environment258. 
 
So far, many theoretical approaches on how to judge efficiency of taxation reflect the 
perspectives of Adam Smith. Another way to examine the effectiveness of a tax is by 
looking at figures provided by the relevant bodies or research groups in the area. What 
do the statistics show? Can we identify through them the efficiency of a tax by means of 
revenue brought in, by means of the tax actually meeting the financial and policy targets 
it was brought in to tackle? Or the statistics indicate a significant problem with 
increasing revenue loss? 
 
4.1.5.1 Efficiency in numbers 
 
 
According to a recent report by the Information Technology & Innovation Foundation 
(ITIF), a Washington based think tank the annual global economic benefit of the 
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commercial Internet for the 2010 equals $1.5 trillion, more than the global sales of 
medicine, investment in renewable energy, and government investment in R&D 
(Research & Development), combined259. That is an indication of how significant the 
online commerce is for the governments and their revenues. This number has been 
increasing over the last couple decades to a degree that warranties the tax authorities’ 
attention. More specifically U.S. electronic commerce sales totalled $165.4 billion in 
2010, up 14.8% from $144.1 billion 2009, according to non-adjusted estimates released 
today by the U.S. Commerce Department260. For 2011 the total electronic commerce 
sales were estimated at $194.3 billion, an increase of 16.1 percentage from 2010261. The 
Census Bureau of the US Department of Commerce reported that the estimate of U.S. 
retail electronic commerce sales for the third quarter of 2012 was $57.0 billion, an 
increase of 3.7 percent from the second quarter of 2012.262 These figures are 
emphasising the indication of constant growth in the importance and amount of 
electronic commerce sales for a country’s economy.  
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In the EU on the other hand, business to consumer electronic commerce market is 
estimated to be around €91 billion in 2010263. Overall this is representative of only 3.5% 
of the total EU retail sector264 but it is a figure that indicates electronic commerce is 
having a significant transformational impact on the retail sector. It should be 
increasingly one of the main elements of any retailers' business strategies, since it 
allows significant benefits and especially the availability of a vast market and consumers 
from all over the globe265.  
 
EU has tried to take a more regulatory approach and imposed regulations from the end 
of 90s, initially following the OECD Ottawa guidelines and later examining the expanding 
EU online market266.As specified in the site of the European Union the reason EU wants 
to regulate electronic commerce profits is not because it is a significant source of 
revenue, but to address ecommerce in fair and realistic manner. To a question about 
the 2002 VAT Directive267 and the reason EU is keen to impose VAT on online 
commercial transactions the response was: “The level of revenue currently is not an 
issue. Because this is still a developing area, it is difficult to determine the level of 
taxable activity and therefore revenue involved. But the Commission has always made it 
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clear that revenue-raising is not the objective of the Directive. What is important is to 
correct the competitive imbalance and to establish an equitable taxation structure that 
addresses electronic commerce in a fair and realistic manner.” 268  
 
One of the key objectives of the 2002 Directive was the provision of a level playing field 
for EU businesses, which makes the idea of not treating the electronic commerce 
generated tax as significant, an irrational one. Taking that approach EU also indicated 
that there is nothing revolutionary about electronic commerce from a tax perspective 
and any tax implication from electronic commerce could be accommodated with minor 
adjustments of existing regulation.269 This incremental approach can create the sense of 
conservative treatment of a non-conservative development, therefore lacking and 
resulting in inadequate management of it. The 2011 Eurobarometer Flash Report 
showed that across most countries (EU27) surveyed, the Internet was the most common 
distance sales channel for retailers; for instance 78% of retailers in UK  and 58% in 
Austria said they sold goods or services via the internet.270 Considering only the retailers 
selling products or services via the Internet 27% estimated that electronic commerce 
sales accounted for more than 30% of their total turnover and 24% said that this share 
was between 11% and 30%.271 These figures in conjunction with the statistics provided 
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above as well as other relevant research, such as the Report by J.P. Morgan senior 
analyst, Imran Kahn, show that electronic commerce is constantly developing into a 
greater revenue potential for governments. J.P. Morgan expects electronic commerce 
revenue will grow to USD 680 billion worldwide by the end of 2011, up 18.9 percent 
compared to 2010. They also predict that the global electronic commerce market is 
likely to grow at an average rate of 19.4% between 2010 and 2013, with electronic 
commerce revenue hitting USD 963 billion by 2013. 
 
The e-VAT Directive272 was seen as the initial attempt by EU to attempt and regulate 
electronic commerce and its tax implications. It has been seen as ineffective due to its 
conservative approach and the debate suggests it has also been ineffective in collecting 
the revenue.273 The e-VAT allowed for different tax treatment depending on the 
company’s location, therefore creating the opportunity for companies to relocate to less 
taxing jurisdictions. In the subsequent attempts to reconsider and adjust the 
Directive274, the approach became more focused and technological developments made 
EU to consider a more efficient and clear approach; for instance changing the place of 
taxation to destination/consumption rather than place of supply as was originally275. In 
2006 a proposal issued by the EU suggested the need for monitoring of the objectives 
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and outcomes of the Directive as well as the need for some amendments.276  This is 
perhaps an indication that amendments were necessary to ensure efficiency in its 
functionality, especially since in 2000 the Internet did not have the considerably larger 
coverage it had 6 years afterwards. The efficiency will not be 100% accurate, especially 
when considering regulation on such a changeable and multi-dimensional area. 
 
Policy-makers and tax authorities want to ensure the minimal loss of tax revenue 
relating to electronic commerce; therefore there have been consultations and proposals 
put forward to close the gap between law and technology, especially when regulation 
has evolved slowly in comparison277. A consultation to examine the current status and 
the future of the VAT system generally, as well as in specific sectors as electronic 
commerce, is the Consultation on the ‘Green Paper on the future of VAT– Towards a 
simpler, more robust and efficient VAT system’278. The Green Paper takes a positive 
approach and recognises that as far as VAT efficiency is concerned technological 
advances offer the possibility of new and alternative ways of collecting VAT to reduce 
burdens on business and VAT losses. From theoretical approaches to examine tax 
efficiency to simply considering the figures indicating how much revenue electronic 
commerce is creating, it is evident that electronic commerce offers a great revenue 










generating source and its taxation needs to be carefully designed so that is operates 
efficiently. The answer to the question “tax or no tax” for electronic commerce is 
definitely a yes, in order not to impair the governments’ ability to improve education, 
health, roads, public safety, creating dedicated local and state revenue source for youth 




5. Direct and Indirect taxation 
 
 
Taxation has mostly been a reactionary process, especially as an international 
dimension. The development of electronic commerce is not the only matter causing 
problems to taxation conventions. Looking at matters arising out of the functions of 
international taxation it is evident the systems that were in place did not appear fully 
capable to consolidate or even coordinate the variety of tax models, thus raising the 
disparity to an existing problem280. That matter becomes potentially exaggerated within 
the arena of electronic commerce. Currently more than 1500 bilateral double taxation 
treaties are in application, many of which are not in line with the OECD conventions281 
and that causes significant pressure to commerce as well as on taxation authorities, 
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considering that commercial transactions spread out even beyond borders and there is 
an increasing amount of trade occurring on a transnational scale. The basis of the 
double taxation treaties is on the assumption that tax policy exists within national 
confines, something that, because of globalization and technological advances, becomes 
outdated as time goes by for conventional types of commercial transactions and of 
course for online commercial transactions. Bird presenting his ideas on allocation of fair 
shares of taxation to different jurisdictions, said “yes, but what fair share is and, even 
more basically, what the profits that are subject to tax are?”282 This could be discussed 
more detailed in relation to the taxation principles from the OECD Framework, namely 
neutrality, efficiency, certainty and simplicity, effectiveness and fairness, and finally 
flexibility. So what needs to be considered more adequately is what needs to be taxed, 
and who should tax; what types of taxes can be identified with one or other type of 
function to achieve an established taxation model. 
 
“Tax is often regarded as being about numbers. Tax law is about words. It is an odd 
thing that many lawyers and legal academics seem worried about studying tax, because 
they are worried about numbers”283. The truth is actually that tax law is more concerned 
with the aspects of interpreting and applying laws that relate to taxation. Looking at 
taxation from a wider perspective than simply the national perspective, there is the 
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need to investigate through a multi-jurisdictional prism. Most of them with varying tax 
systems and processes; each nation has its own regulation in place and part of tax law is 
to attempt to comprehend and interpret aspects of these systems in order for some 
common ground to be found. Double taxation treaties have been put in place to face 
that challenge, to an extent. As mentioned above, there are concerns in regard to these 
treaties; there are questions regarding their functionality and adjustability. However 
there are two distinct categories to assist in identifying and subsequently regulating 
these taxes; direct and indirect tax systems. 
 
Sometimes citizens may not have a complete and accurate understanding of where and 
how directly taxes go government. They are not always able to indicate precisely what 
taxes go directly to their government and what is the process; there is a plethora of 
taxes levied, which makes it more difficult. A rather common direct tax is income tax, a 
tax directly charged on the individual receiving the income. Another one is corporation 
tax, which is of similar functionality to the income tax but it is generated from 
corporations. Income taxation is a significant form of revenue for countries; in all OECD 
countries income tax is almost one third of all tax-generated income for governments284. 
Internal taxes, within a specific jurisdiction, do provide certain aspects requiring the 
attention of tax authorities. However it is not only taxes within a jurisdiction that need 
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attention and further research. Taxes on an international spectrum can also be a matter 
raising significant and challenging matters. 
 
International taxation presents challenges because of its complexity and subjectiveness. 
Lack of international consensus on the tax base is the main reason for creating a 
situation of uncertainty and complexity. Currently the trade climate is of an 
international character, but at the same time governments consider tax as a local aspect 
of their regulating, resulting in a climate of uncoordinated tax regimes. Despite the 
localized perspective of many tax jurisdictions, examples of widely applicable rules are 
not uncommon; these rules were developed from common thoughts on economic 
cooperation between developed countries. For example, these rules are identifying 
concepts like source-based and residence based taxation in regards to taxing income.  
 
Another common occurrence amongst different jurisdictions is the concept of 
Permanent Establishment, which is examined later in the chapter, when attempting to 
assign economic nexus for a specific jurisdiction. The functionality of double taxation 
treaties, creating effective models for implementing tax systems, and investigating the 
tax treaties in order to assess the better understanding and achieve a non-problematic 
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harmonized policy on taxation amongst systems are some of the avenues which can 
help international taxation achieve a common ground285.  
 
As Kobrin says, states operate their tax systems on fiscal sovereignty, which is 
“…territorially-based economic governance is vectorial in that it assumes that all events, 
transactions and business entities can be located unambiguously in terms of fixed two 
dimensional geographic coordinates. It assumes that regardless of how international the 
world economy might be, one can determine where a transaction takes place and thus 
whose law, regulation or taxation applies”286 Development of tax systems started when 
transactions were mainly within state borders, from the times of Ancient Egypt to the 
first adequately regulated & sustainable tax system in Persian Empire. Therefore the 
majority of rules were designated to deal with issues existing from trade within 
domestic national boundaries. It is evident from some academic debate that the 
emergence of globalization brought worries to governments; competitiveness, tax 
evasion and avoidance, competition and the international aspect of tax revenues287.  
 
The idea of a jurisdiction having sovereignty within a state’s borders is a “dense 
ideological smokescreen”288, and that is where international taxation attempts to face 
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challenges presented from individuals and companies conducting businesses 
internationally and not only within one state. The two mainly predominant theories 
having an impact on the literature relating to a country’s right to taxation are described 
by Pinto as follows, “Under the benefit theory, a jurisdiction’s right to tax rests on the 
totality of the benefits and state services provided to taxpayers that interact with a 
country. Under the sacrifice theory, taxes are viewed as a sacrifice owed to a country 
due to the higher moral value of community purposes over individual aims”289. Today, 
the sacrifice theory would not be easily accepted by citizens; however the benefit 
theory seems more in line with many contemporary tax systems and it seems more 
likely to be accepted by the tax-payers. 
 
Examining the basics of international taxation cannot be done without looking at the 
two primary bases for tax jurisdiction relating to income tax; on one hand there is an 
entitlement to the country of residence of the income, and the on the other hand, an 
entitlement  to the country of the source of income. Direct taxation can become 
complicated when certain jurisdictions pick one or the other, while some others adopt a 
combination of the two. A source-based tax system gives the right to governments to 
tax income earned within the borders of its jurisdiction. It also allows governments to 
take advantage of any income generated within its borders. From the two theories 
mentioned before, benefit and sacrifice theories, source-based taxation agrees with the 
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concept of imposing taxes on citizens who will subsequently receive some benefits in 
return. Moving on to the other side, taxation based on residence is founded on the 
benefit principle too, so the taxpayer should be taxed where he is enjoying his benefits 
from state, for example health, education, and infrastructure290.  Residence-based 
taxation means that a country claims a right to impose taxation on the income of its 
residents, not only within the country’s confines but globally291. In terms of a company  
what that means if the company is registered in the UK, if its place of central 
management is in the UK, then that company will be taxed for the income it is 
generating, even if part of the income arises from overseas or international commercial 
transactions.  
 
There are arguments in favour of clearly establishing the place of incorporation or 
registration of a company for residence purposes, as it creates some certainty. On the 
other hand, it has been described as arbitrary and artificial292, and the later was also the 
view of the OECD Convention293. A valid test is considered the test of place of central 
management and control; company’s main offices are to be found, where the Directors 
meet, the “heart” of the company. The second test is more practical than the first one, 
in terms considering where the offices of a company are physically placed; if they are at 
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one specific location that cannot simply change overnight. There are cases where dual 
residency may be the issue in question; in such situations OECD Model Convention tries 
to identify the place of effective management294; what that means is the place where 
the major decision will be taken by the Board of Directors. Residence-based taxation 
seems to be a rather considerable option; it will not provoke antagonistic tax 
competition and it can assist to promote a climate of tax harmonization, as well as set 
the basis for economic efficiency via taxation. However it can be seen as too idealistic. 
Countries will not be as keen as to drop their claims to levy non-citizens conducting their 
business within their borders, and for developing countries residence-based system of 
taxation could mean much reduced revenues, as their economies are basically operating 
with a source-based tax approach. Another concern regarding residence-based taxation 
is that it could promote utilization of tax havens. The source and residency elements are 
both vulnerable to exploitation, and as mentioned before it is a common occurrence 
that countries will have taxation rules using both principles.  
 
6. Permanent Establishment 
 
 
Another important aspect relating to direct taxation is the concept of Permanent 
Establishment. A non-citizen company will be taxable in a country only if the company 
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has PE there295, which indicates what the purpose of PE is; it specifies when a citizen of 
another country can be taxed in a second jurisdiction. PE is a term that caused a lot of 
discussion about its precise definition and most of taxation treaties will include a 
definition, but the proposal of OECD seems to be the widely accepted one as is evident 
from the language in most income tax treaties296. So, PE usually is “a fixed place of 
business through which the business of an enterprise is wholly or partly carried on”297. 
That definition can be analyzed as containing 3 main provisions, which give rise to three 
tests to help identify them. The place-of-business test has to be sufficed; there should 
be evidence of actual existence, i.e. equipment, offices. The performance test has to be 
satisfied, by proof of the establishment to have a “fixed” character, permanence in the 
area in question. Also the business-activities test follows on and what it means is that 
the company has to indicate a degree of carrying the business where the “fixed” place 
is298. These 3 elements of the test have to be met before PE is established.  
 
 
There have been attempts following OECD initiatives by other bodies to produce a 
definition of PE. An example of that can be seen from the following quote by the United 
States Model Income Tax Convention “A general principle to be observed in determining 
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whether a permanent establishment exists is that the place of business must be fixed in 
the sense that a particular building or physical location is used by the enterprise for the 
conduct of its business, and that is must be foreseeable that the enterprise’s use of this 
building or other physical location will be more than temporary”299. Another example is 
the United Nations Model Tax Treaty that tried to broaden the inclusivity of PE’s 
definition, in order to protect some interests of the developing nations. PE does seem as 
a very significant rule, and there is enough literature to prove so, but is it a rule that can 
be justified? The arguments tend to go both ways with some analysts arguing that 
benefit theory and aspects such as PE are only used to justify certain tax policies while 
on the other hand, the argument is concerning the arbitrariness of any such 
justifications300.  
 
Evaluating PE, there is an argument to be made about its efficiency as it does allow a 
relatively uncomplicated set of rules to companies as well as tax authorities. Also, there 
have been attempts to alter PE due to technological and political developments and that 
brought in light an important feature; flexibility. It appears to be an attribute of the 
principle, allowing it to acclimatize and adjust to varying commercial influences. The 
flexibility attribute is one making PE rather versatile and also follows on from the OECD 
principles for taxation, one of the five being flexibility; “The systems for the taxation 
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should be flexible and dynamic to ensure that they keep pace with technological and 
commercial developments.301 So PE being flexible ensures the tax system will be more 
adaptable to changing socioeconomic circumstances and potential advancements in 
technology. 
 
7. Consumption taxation 
 
 
The two main models of indirect tax are the US sales tax or the EU VAT. In contrast to a 
direct tax, like income tax, the name indirect is justified on the basis that the customer is 
not directly experiencing a detriment or a benefit. VAT is charged on items before the 
stage that consumer purchases them, and it is a tax not taking into consideration the tax 
payer’s status. Income tax is levied depending on a person’s income, it varies. In 
contrast, VAT is levied on products before they go for sale, and it is irrelevant whether a 
wealthy or a person with less financial means will purchase them. Another difference is 
that with indirect taxes, the consumer, who bears the levy on the product, does not 
directly pay the tax to the government. VAT and sales tax are two taxes that are strictly 
consumption-based.  
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Literature regarding consumption taxes can be traced a few centuries back, when 
Thomas Hobbes produced his argument that state provided for the citizens protection 
and services to enjoy life and the taxes are merely the price for that enjoyment and 
protection302. Some analysts have argued that consumption taxes tend to be more 
stable and dependable than income taxes. The idea behind it is that the consumption 
base is less vulnerable than the income tax base; consumption expenditure tends to be 
more stable than income therefore it provides a more steady source of revenue303. Also 
the debate has actually suggested a move from income taxation to consumption; 
reasons being mainly that consumption taxes are simpler, more efficient and appear 
fairer for the citizens and the tax authorities304. It is more efficient because there is no 
distinction between consumption now and in the future, and it has similar ability in 
relation to redistribution, as well as administration is made easier by not attempting to 
tax capital, thus avoiding some of the complications involved with that. 
 
Tax authorities can manage and collect indirect taxes with considerably less hassle than 
a direct tax. The number of taxpayers is smaller and also companies have to satisfy some 
requirements for registration, and thus compliance is made easier. Is consumption tax 
actually fairer than income taxes? Tax equity needs to be considered, and that can be 
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achieved by examining two separate principles; the benefit principle and the ability-to-
pay principle.  
 
Benefit principle advocates that fairness should be looked at from the perspective of 
creating a proportionate stage of taxes levied and services provided to taxpayers for 
that levy. The benefit principle has a significantly wider viewpoint on tax equity as it 
implies the need for state’s redistribution and welfare policies in the tax equation. The 
ability-to-pay principle is more focused to the actuality of the ability to pay taxes. Both 
approaches have shortcomings and that is quite evident from the opinions of Musgrave 
and Musgrave, who said “…neither approach is easy to interpret or implement. For the 
benefit principle to be operational, expenditure benefits for particular taxpayers must 
be known. For ability-to-pay approach to be applicable, we must know just how this 
ability is to be measured. These are formidable difficulties and neither approach wins on 
practicality grounds”305.  
 
 
8. Origin and Destination principles 
 
This chapter examined some taxation principles and their significance, as consumption 
taxation is associated with the destination and origin principles. They are what their 
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name specifies; under destination principle the tax is imposed at the place of 
consumption, whereas origin principle levies the charge at the place of production. 
Destination principle is viewed as a more fair distribution of the tax burden because the 
private consumption base is considered more substantial and correct depiction of 
taxation base. Origin principle says that tax is levied at the point where goods are 
produced and it carries the implication that prices including tax should be equated 
across countries. Under origin principle companies will see to locate in a low-tax 
jurisdiction, thus creating a concern for the number of companies relocating for 
economic reasons and therefore higher-taxed jurisdictions losing significant revenue. 
That is what OECD chose to describe as “harmful tax competition”306. Destination 
principle advocates the opposite; tax is levied at the place of the consumption. Because 
of that, it would be extremely difficult to collect consumption tax from the consumers, 
and for that reason the sellers do perform the role of collectors for the taxes. This is a 
point that causes some problems. By using the sellers as collectors of the taxes it causes 
a great administrative burden, especially on smaller companies, that makes the 
compliance cost on the whole a very costly process, both in terms or money and time307. 
For a company to comply fully and be able to calculate tax for every different 
jurisdiction they will need very good software, as well as putting a lot of effort in trying 
to keep up-to-date with different and changing tax rates and other requirements from 
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whichever jurisdiction the consumer is from. This requirement could appear 
burdensome but it does represent a fair burden for a very valuable benefit. Another 
important thing to mention is that destination principle requires very good 
intergovernmental cooperation, in terms of common tax policies and initiatives. 
Destination principle is the system most favorable currently; OECD, WTO and the EU are 





This chapter examined aspects relating to taxation. The historic overview was in order to 
indicate the development and the reality of change or adjustment to taxation systems 
due to changes in social or political aspects. The question “why tax” tried to give an 
indication of the need of a society for taxation. The main reason is the need of a state to 
raise revenue which is then used for welfare state or development within the 
jurisdiction.308  Adam Smith’s 4 canons are very important to the theory of taxation, as it 
creates a very specific framework for the creation and operation of taxes, and it applies 
not only to VAT, the tax directly related to B2C electronic commerce transactions, but 
can also be used as guidelines for any other type of taxation. The main purpose of the 
chapter has been to lay the basis on which to build the element of the interaction 
between tax and electronic commerce. By illustrating the necessary elements and 
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characteristics a tax should have, it will be easier to try and bring together the 
traditional element of taxation, which was mainly for specific jurisdiction with 
boundaries, and see how it can be efficiently brought together with electronic 
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This Chapter will examine the initiatives promoted by the Organisation for Economic Co-
operation and Development and the approach of the World Trade Organisation towards 
the matter of taxing electronic commerce and more specifically towards consumption 
taxes, such as VAT or Sales Tax. Special examination will be allocated to the 1998 
Ottawa Framework, as in many ways it paved the way on which most of the jurisdictions 
have built their policies upon. Then the discussion will attempt a careful consideration 
of the taxation regime in the United States, as far as they are related to online 
commercial activities. It will produce some useful analysis and help to ascertain whether 
the two big actors in this area, EU and US, are facing the challenges and considering the 
way forward in a similar manner or with distinctly different approaches. The Clinton 
Administration played a significant role in the relevant regulatory framework in the US, 
when the structural issue of the American tax regime was studied in relation to the rise 
of online commerce. Also, this chapter will look into the Internet Tax Freedom Act a very 
important piece of legislation targeting the area of online transactions and internet 
within the US but also carrying some international implications. In the US there have 
been interesting developments, such as the Streamlined Sales Tax Project, an initiative 
which has begun in 2000 to simplify and harmonise tax regime across the 50 States and 
subsequently became the Streamlined Sales and Use Tax Agreement in 2005. Initiatives 
such as the aforementioned could be promoting a way towards a further homogenous 
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system where an attempt for across jurisdictions harmonisation could be less 




























The significance of electronic commerce and its relevance to taxation has forced 
governments and other organisations to react to the challenges presented. Historically 
the study of tax regulation was mainly focused within the national boundaries and trying 
to identify the concerns within. Global nature of commercial transactions brought the 
need for a wider examination of taxation. Due to the nature of the debate, the national 
perspectives are predominant, even when there is need for an international outlook. 
The global and evolving nature of internet has contributed in creating the notion of 
international outlook and the need of multijurisdictional perspective on economic, legal 
and policy decisions. On one side there is the argument that the cooperation across 
borders is needed, considering taxation impacts on many aspects of everyday life for 
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different people across different countries. On the other hand, as Tanzi says, that may 
not be what is really significant, as he argues global trade agreements can still be 
operational without the establishment of a universal tax system. 
 
2. Soft Law 
 
Electronic Commerce and its ramifications have been at the centre of debate for many 
organisations and institutions such as WTO and OECD over the last decades. These 
participants to the electronic commerce debate have been producing significant and 
very useful guidance or indications of the developments and they have both been 
assuming the informal role of supervising attempts to regulate on the Internet and 
especially for matters regarding taxation309, as the lack of boundaries means one 
jurisdictions regulatory framework could interfere in another jurisdiction’s online 
territory. Both OECD and the WTO have been considered as the informal supervisory 
bodies due to the fact initially countries were unwilling to act and took a “wait and see” 
approach.310  
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The first of the major contributors to this debate is the World Trade Organisation, due 
to its role assisting the regulation of global trade trends and policies. The WTO has been 
very active in studying the issue of electronic commerce regulation, 311  and plans to play 
a central role in global electronic commerce regulation312. A March, 1998 WTO report 
cited the following as key issues deserving ³further consideration´:313 (1) the 
establishment of global telecommunications infrastructure standards, (2) a predictable 
legal and regulatory structure for enforcing legal rights, (3) content regulation laws, and 
(4) a predictable framework for taxation and financial regulation.   
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The WTO acknowledges that because taxation of electronic commerce will be one of the 
most delicate areas for negotiations (because of multi-jurisdiction and other issues)314, 
further research needs to be conducted in the areas of double taxation, tax jurisdiction, 
and currently proposed taxing schemes such as the bit tax´ and VAT tax.315´ In keeping 
with its role as overseer and arbiter of international trade, the WTO is particularly 
concerned with electronic commerce’s impact on developing countries. Developing 
countries fear that their overall bargaining power with respect to trade may diminish, as 
developed countries further develop their electronic commerce capabilities thus leading 
to an even greater disparity between the haves and have-nots. Developing countries 
also worry that electronic commerce will cause them to be more consumers rather than 
producers, further exacerbating current balance of payment problems with their 
wealthier counterparts316.  From a taxation standpoint, then, developing countries 
would rather see an electronic commerce taxing regime that favours the collection of 
taxes from the consumer rather than seller.  Developing countries would consequently 
see less erosion of their tax bases under such a tax regime. 317 With the other electronic 
commerce issues, however, the WTO appears currently to be taking a detached posture, 
only suggesting areas of concern for further consideration and study, waiting for 
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member countries to develop their own policy responses before taking any firm 




One of the first, and very significant, reactions to the potential challenges of taxing 
electronic commerce was by the Organisation of Economic Co-Operation and 
Development. The Organisation for Economic Co-operation and Development consists 
of 34 member countries taking part in a forum debating and developing economic and 
social. There is no body established specifically to coordinate international electronic 
commerce taxation, and the OECD has assumed this role over the last couple decades, 
as online commercial transactions have been forcing countries to create and develop 
relevant frameworks319.The OECD operates as a discussion forum allowing the members 
states to share their best practices, and attempt to find solutions either unique to them 
or a solution to assist non-members. That could mean agreeing to take measures by 
means of establishing legal frameworks or propose a code of practice.  
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The OECD is also known for non-binding instruments on difficult issues such as its 
Guidelines for multinational enterprises, which are meant to provide common ground 
and coordination between two neighbouring countries, or two countries trading with 
one another320. This can be seen as particularly useful in case of taxation, where 
cooperation is likely to provide a more efficient structure for tax administration and 
collection. Overall, OECD can be seen as a group of countries working together towards 
a commitment to economic development and democratic stability. The main core of the 
original members include European and North American countries, as well as Japan, 
Australia, New Zealand, Mexico and four former communist states in Europe: the Czech 
Republic, Hungary, Poland and the Slovak Republic321. Recently OECD has been focusing 
its attention to developing markets in order to attract more signatories, and that focus 
can be justified on the fact developing markets could offer plethora of opportunities for 
research and evaluation of new practices and possibilities. The way the founding 
members are connected with each other as well as with the signatories is by treaties 
designed to express common ground or common aims to reach for in relation to OECD is 
also a reliable provider of political, economic and social. 
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The OECD has been on the forefront of addressing the challenges of electronic 
commerce for the tax systems. As part of their above described role it has issued a 
couple of guidelines of how to approach the challenges for tax systems caused by 
electronic commerce and which systems should be applied on an international level. A 
very important guideline was the report on Taxation Framework Conditions of October 
1998322. It appears that the OECD initially accepted the responsibility to coordinate and 
enable discussions internationally; an international director of the electronic commerce 
debate. This role was made formal in a significant ministerial conference in Ottawa 
in1998.  
 
2.3 1998 Ottawa Taxation Framework 
 
On the 8th October at the Ministerial Conference in Ottawa the Taxation Framework 
Conditions Report was presented323. This report examined the technologies underlying 
electronic commerce and they significance and nature. The report suggested that the 
related technologies may be presenting some challenges, but on the other hand, they 
also create opportunities. Tax authorities can utilize these opportunities, which could 
help provide a better service to the taxpayer, and the relevant authorities can operate 
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on the basis of a more structured framework of the 5 taxation principles, neutrality, 
efficiency, certainty and simplicity, effectiveness and fairness, flexibility. The Report 
gives a brief description of each of the five principles: 
“Neutrality  
(i) Taxation should seek to be neutral and equitable between forms of electronic 
commerce and between conventional and electronic forms of commerce. Business 
decisions should be motivated by economic rather than tax considerations. Taxpayers in 
similar situations carrying out similar transactions should be subject to similar levels of 
taxation. 
Efficiency  
(ii) Compliance costs for taxpayers and administrative costs for the tax authorities 
should be minimized as far as possible. 
Certainty and simplicity  
(iii) The tax rules should be clear and simple to understand so that taxpayers can 
anticipate the tax consequences in advance of a transaction, including knowing when, 
where and how the tax is to be accounted. 
Effectiveness and Fairness  
159 
 
(iv) Taxation should produce the right amount of tax at the right time. The potential for 
tax evasion and avoidance should be minimized while keeping counter-acting measures 
proportionate to the risks involved. 
Flexibility 
(v) The systems for the taxation should be flexible and dynamic to ensure that they keep 
pace with technological and commercial developments.”324 
 
Another one of the important findings of the Report is directed towards the 
governmental regulatory bodies advising that the principles, legislative and 
administrative, used in traditional commercial transactions, should be the ones used in 
relation to electronic commerce too, ensuring that there is no obstacle in new measures 
or alterations of the existing ones..325 
Two more recommendations presented in the 1988 Report are specifically in relation to 
consumption taxes.   
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OECD recommended that “rules for the consumption taxation of cross-border trade 
should result in taxation in the jurisdiction where consumption takes place and an 
international consensus should be sought on the circumstances under which supplies are 
held to be consumed in a jurisdiction”326. The place of consumption is recommended as 
the one that entitles to taxation. Secondly, “for the purpose of consumption taxes, the 
supply of digitised products should not be treated as a supply of goods”327. This 
statement advocated that supply of digitised products, direct electronic commerce 
transactions, should be considered as supply of services. This distinction did create a 
different approach to the one adopted at that time by most jurisdictions, where digital 
goods would not automatically be characterised as services. It also suggests that it 
supports the idea of consumption taxes imposed at the place of consumption, where 
the consumer of goods or services will be located328.  
 
These recommendations were adopted by most of the country-members within the 
following years after the Ottawa Ministerial conference. One issue that arose and 
attracted criticism after the 1998 proposals was the lack of accurate definition or 
specific characteristics of the place of consumption; neither did it provide a clear and 
widely compatible definition of services. These two definitions were left out of the 1998 
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report, and the reason could be OECD wanted to set the basis of the proposed 
framework initially, and later re-examine the framework so as to clarify and develop it 
further. This can be seen in the 2003 Report, which reads “since 1998 the work of the 
OECD’s Committee on Fiscal Affairs has continued to develop these principles [the 1998 
taxation conditions] into practical guidance for international application”329.  
 
The Working Party No. 9, and its sub-group on Electronic Commerce330, was approved 
by the Committee on Fiscal Affairs in January 1999 in order to investigate the progress 
of the Ottawa agenda and discuss further development; in February 2001 the Report 
was published331. The group’s areas of focus were the practical application of the 
principle of taxation in place of consumption; the analysis of different tax collection 
mechanisms; and the examination of the possibilities for taxpayer and consumer 
identification, access to information and administrative simplification. The Report titled 
“Consumption Tax Aspects of Electronic Commerce” attempts a definite analysis of the 
contemporary issues and puts forward the most feasible solutions for defining the place 
of consumption as well as for assessing the collection mechanism options.  
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The taxation guidelines by OECD may have only had advisory character initially but many 
jurisdictions, including the EU and US, have developed proposals for taxation in 
accordance with these 5 principles. The Taxation Framework Conditions can be regarded 
as the starting point for governments and tax administrations, as well as a significant 
point of reference for the emerging challenges in the area. As mentioned above the 
Ottawa principles tried to establish taxes to be levied where consumption occurs, as 
well as that there should be a simple registration scheme for non-resident vendors. This 
was the case under the Council Directive 2002/38/EC332, and by the Council Directive 
2006/58/EC.333 Such major changes in tax regulation can create debate on the issue. For 
example there has been a lot of criticism in the case of the EU Directive 2002/2334 and 
EU has taken the most sensible approach at the time to proceed with the initiative to 
charge VAT where the goods or services are consumed, rather than where the supplier 
may be located. According to that Directive there is no discriminatory treatment 
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towards non-EU traders, and the Directive has also been subsequently approved by 
WTO335.  
 
Besides the EU, other attempts have been made to tackle the issues presented to 
taxation by electronic commerce. Although most of the OECD signatory countries 
attempt to adopt an OECD-friendly approach, in some situations states would either 
take a step further or be rather deliberate to any proposals for regulation on this topic. 
The OECD continues after the Ottawa to publish working papers and advisory papers336 
on the topic. There were some areas in the original Guidelines that required further 
clarification or research, which were dealt with the Working Party No. 9 report on 
Consumption Taxes. Also there has been a significant number of cases in the European 
Court of Justice337, showing that it has implications for and is a significant matter to 
many people, not only corporate bodies. 
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The fundamental principle guiding the conclusions in the Ottawa Conditions was that 
the best approach to be taken by governments globally for the challenges presented by 
taxing online commercial transactions would be to use similar principles as they already 
use for the conventional commerce taxation.  The OECD Ottawa conditions can assist in 
created a more homogenous set of principles which can eventually achieve a better 
cooperative climate between jurisdictions on this area. By following the 5 Ottawa 
conditions and by all the different jurisdictions agreeing to a common solution then it 
will be more feasible to consider the notion of an internationally coordinated, if not 
harmonised, tax system applicable to electronic commerce. And because of the 
borderless nature of electronic commerce, its taxing can be a plan agreed by many of 
the interested parties; it does not have specified boundaries, so there is no reason why 
its regulation can only be considered from a limited, nationalistic perspective. 
 
One of the main recommendations of the 1998 Ottawa Taxation Framework Conditions 
was that cross-border electronic commerce taxation should result in the jurisdiction in 
which consumption takes place, as was earlier mentioned. There are several reasons for 
that recommendation. It appears to be more advantageous for the parties involved. It 
prevents double taxation, or in certain situation, where two jurisdictions have extremely 
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non-compatible tax regimes338, accidental lack of any tax levy. This is a substantial area 
of work for the OECD and it is an area where criticism has been attached too339. 
However, it makes for a good argument on electronic commerce to be taxed upon and 
on the consumption location, as it should be easier nowadays to identify where 
consumption takes place and thus avoids lack of tax being levied at any point on of the 
procedure. Also it promotes more certainty as the consumer will need to identify their 
location for the purchase. In general the place of consumption would be the place of the 
recipient’s address for delivery. The problem could arise with digitally delivered 
products and services, as the element of physical delivery is not part of the transaction. 
  
Considering the definition of consumption tax it should refer to allocating it to the 
jurisdiction in which the actual consumption takes place; this definition would be 
similarly applicable to transactions whether they are B2B or B2C.340 In the case of B2B 
transactions the location of consumption will be deemed to be the location of the 
business; in case of more than one location (main offices, supply warehouse etc.) the 
consumption will be seen as taken place at the location where delivery was made. For 
B2C transactions it is perhaps more straightforward as the location of delivery will be 
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the place of residence of the consumer. OECD considered both B2B and B2C 
transactions and the consumption test, but electronic commerce can present certain 
complications, for instance if the seller has a consumer on the other side being simply a 
computer program designed and configured to purchase and download software or 
games or music. In this case is the consumption test one which can efficiently be applied 
and provide with a practical and enforceable solution on how to better assess the 
taxation concerns? 
 
 These questions could be answered by considering some common approaches taken 
both by the legislative as well as by the financial authorities. Credit card information can 
provide the information which indicates residence, and the ISPs could assist with 
providing the location identification data. The easiest way of course is by the customer 
providing their details to the vendor. The tax authorities would require the greatest 
degree of certainty and for this reason OECD tried to consider in 1998 and 2001 how to 
provide this degree of certainty.  The Technology TAG after considering research done 
by the credit card industry341 reached the conclusion that the consumers providing 
credit card information cannot be seen as adequate to give all the certainty the tax 
authorities would need. The Technology Tag concluded that customer’s data relating to 
                                                 
341
 OECD, REPORT BY THE TECHNOLOGY TECHNICAL ADVISORY GROUP (TAG), 2000. Industry participants included 
American Express Company, Citigroup, Discover Financial Services, Inc., 
EuroPay, Household International, MasterCard International, Visa EU, Visa USA.  
167 
 
their credit card can sometimes not just be inadequate; they can also prove to be 
inaccurate342.  
 
The other possible solution is the location identification through the ISPs. The Tag 
considered this as a viable solution but concerns about the infrastructure and software 
not being very reliable. Other than the concern about the potential technological pitfall, 
another aspect the TAG considered could be problematic was the potential increase of 
costs of implementation and increasing transaction times.343 Application of using 
location identification could potentially impose a significant burden on the vendors, 
resulting in higher prices for the products paid for by the end consumer. TAG concluded 
that technical solution could benefit from better infrastructure and in connection with 
the use of digital certificates, a consumer’s location could be assessed more 
successfully.344 All these complications and difficulties are more prominent in B2C 
transactions; in B2B transactions the companies will exchange information before the 
transaction takes place, as well as the factual element that companies’ headquarters 
will need to be registered in a specific jurisdiction. 
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The Ottawa Framework Conditions was a significant landmark, and helped to provide 
with the foundation of how to regulate the challenging area of online taxation. The 
Conditions and especially the five principles should be acknowledged as the guiding 
principles to tackle the challenges presented at that time. In Ottawa the principles put 
forward identified with the necessity to establish certain directions, on which 
governments would subsequently establish frameworks for the fiscal treatment of 
electronic commerce. Another element of the Ottawa Conditions is that they were 
illustrating the way OECD would proceed with future initiatives, especially on 
consumption taxation matters.345 The 1998 Ottawa Ministerial Conference, by 
producing the Taxation Framework Conditions, “forced” OECD to take the role of an 
“Informal World Tax Organisation”, something which some academics argue as a 
positive346. The fact that OECD assumed the initial responsibility to provide guidance for 
the electronic commerce taxation matters, and its subsequent success in ensuring a 
large number of its signatories followed or consulted the Framework Conditions signifies 
the existent necessity for an organisation to have that very crucial role. 
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2.4 OECD and tax collection 
 
The other element OECD Working Group examined was the tax collection mechanisms. 
The approach taken was that benefits from taxes outweigh its problems, including the 
possible administrative difficulties. With regard to online consumption taxes there are 
various approaches already in place and OECD considered some new ones as well. These 
mechanisms include: 1. self-assessment/reverse charge; 2. registration of non-residents; 
3. tax at source and transfer; 4. collection by trusted third parties and 5. Other 
technology based solutions.   
 
Under a self-assessment or reverse charge systems, recipients must determine a tax 
owing on imports of services and intangible property, and to remit this amount to the 
domestic tax authority. This system is currently adopted by most OECD member states 
for B2B transactions. It has proven effective, practical and does not incur a high 
compliance and administrative burden for the vendors involved347. 
 
The registration system would create a system of implementing for non-resident 
businesses to register in a jurisdiction, where they carry out their business abroad, and 
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to charge, collect and remit the consumption tax to this country of choice for the 
registration. This approach is also seen as a practical and easy to establish, effective and 
would promote tax neutrality348. In the situation of needing to identify non-resident 
suppliers and sellers there may be complications; similarly, in imposing registration 
requirements and enforcing obligations on non-residents. Furthermore there can be a 
significant registration cost for non-resident as well as further hidden organic costs, such 
as employees, data gathering and processing, related to the registration. An alternative 
to avoid the significant costs is the tax at source and transfer option. A business will 
need to collect consumption tax on their exports to non-residents and pass on the 
amount to their domestic tax authority. The domestic tax authority would then forward 
that amount to the revenue authorities in the country of consumption. This alternative 
is considered to be less practical as it would require an extensive international 
cooperation, numerous agreements clarifying the enforcement, collection and revenue 
process.   
  
Another approach suggested by OECD is the involvement of third parties for the 
collection of taxes. That would mean the tax authorities would have a supervisory role 
while third parties will bear the task of collecting the revenue. The Working Party 
discussed the feasibility of this solution and realized it can prove effective but the main 





difficulty would be in having the responsibility of tax collection moved reallocated to 
trusted third parties349. Also, the discussion raised the matter of private enterprises 
being involved rather closely to what is seen as public administration matters. It would 
mean a drastic shift and change in the functionality and nature of tax administration 
within jurisdictions. Another solution could be the advancement of technology providing 
solutions feasible and further fitting to taxation regimes.  
 
Another solution is the suggestion that for B2C transactions a zero VAT regime can be 
established350. Pure online transactions of B2C nature is not creating enormous 
revenues, compared to B2B commerce, therefore it would be more feasible to 
implement such measures. This proposal would create a basis of discrimination though. 
It would not be medium neutral; conventional delivery will have levy, while online 
digital delivery will not. OECD through the Working Party indicated that any of the 
proposed option would carry some complications and potential difficulties, but 
simplified registration for non-resident vendors would work perhaps better in a short-
term basis, with the perspective of a technological development for an accurate tax 
regime as a future prospective. What is needed, and OECD has recognized this in their 
research, is a realization that the best solution will require an internationally close 
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relationship to result in a strong knitted cooperation of jurisdictions, as well as the 
appropriate use of the correct technological advancements. Overall, the importance of 
OECD in the field of taxation, and more specifically taxation of online transactions, is 
evidently very important and there is continuing research and the working papers made 
available indicating.  
 
 2.5 2006 VAT Guidelines 
 
In February 2006 a project was launched in order to provide certain direction to 
governments on how to efficiently engage in the use of VAT (or goods and services Tax) 
for cross-border trade351. As mentioned above, OECD having the informal role of an 
organisation working to develop international cooperation and development in the area 
of tax, and electronic commerce tax more specifically developed the International 
VAT/GST Guidelines. Without common ground, however basic that common ground 
may be, there is the danger of double-taxation, or severe lack of clarity in framework 
around cross-border trade352. The 2006 Guidelines focus mainly on services and 
intangibles, and less attention is given to goods in cross border trade. 
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The 2006 Guidelines reemphasize the main foundations for OECD countries; VAT is to be 
charged at the place of consumption for services and intangibles, and the taxable 
business does not carry the burden of VAT, unless the legislation prescribes it. These 
two guidelines have become more enshrined into the OECD countries taxing and 
financial attitude towards online cross country trade. To allow for such set of guidelines 
to efficiently operate across jurisdictions, there needs to be clarity on what is meant by 
“jurisdiction of consumption”. This is looked at Chapter 2 B.1 of the Guidelines, although 
even the clarity in a definition still will face difficulties in different tax regimes in 
different OECD countries353, with different cultural understanding of taxation and its 
regulation. The 2006 Guidelines are a very well developed initiative by OECD, 
attempting slowly to create a harmonized basis on which the OECD countries will share 
a similar understanding and be able to cooperate for cross-border taxation of online 
transactions relating to intangibles, mainly, and tangibles. OECD has helped many 
jurisdictions         
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3. The approach in the US 
 
Tax is a very jurisdictional as well as a very global matter. In the United States it has 
developed significantly to now claim a generous percentage of the total sales occurring 
in America. The growth of electronic commerce transactions is a matter of vital 
importance to the development of trade as a whole. It is another representation of 
commerce rather than a completely different species. The information provided in the 
US Census quarterly retail e-commerce report indicates how rapidly electronic 
commerce grew within the last decade, thus providing an indication of the potential for 
further growth. 354 The United States Bureau of the Census estimated that the Total 
retail sales for just the first quarter of 2015 were at $1,151.2 billion, with electronic 
commerce approximately $80 million accounting for almost 7% of the total quarterly 
retail sales in the US, compared to $25 million and approximately 2% of the total retail 
sales in the first quarter of 2006. That amount was 16.5% of all U.S. shipments and sales 
in that quarter. Other estimates indicated that for the 2014 online retail industry would 
be at the $251 billion worth in US presenting just within a year a rate of 14% increase to 
the year before355. 
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The EU and the US took different policy positions when applying consumption taxes on 
electronic commerce. US did identify the challenges for tax from electronic commerce at 
an early stage, being the technical leader in the development of the technological 
aspects as well as the legislative/administrative ones. Considering consumption 
taxation, US does not employ VAT, but a system of sales tax. Sales tax is a levy on the 
sale of certain tangibles and services, sold traditionally over the counter to the buyer. 
There are three main elements that assist in determining when sales tax liability will be 
arising; the type of good being sold, the location where transaction takes place, and 
sufficient presence in that specific jurisdiction (nexus). “The general sales or turnover 
tax thus applies in principle to the supply of goods and services, irrespective of their 
distribution through traditional or electronic channels and irrespective of the physical or 
digital form of the goods”356. As with the VAT, the consumer pays for the sales tax at the 
time he purchases the goods, and the seller operates also with another role; he 
operates as an agent for the tax authorities by collecting and submitting the tax. 
Vendors must have licences and when the purchaser pays the tax to them they become 
responsible for collecting and returning the tax to the relevant state. Sales Tax being a 
State tax, and not federally enforced and regulated, is dependent on the individual State 
to define it. 
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 An example is the State of Wyoming which states clearly what is seen as falling within 
the sales tax umbrella. “To understand what is actually taxable, it is necessary to 
understand what tangible personal property is. Tangible personal property is defined as 
property which is neither intangible personal property nor real property. It is personal 
property which may be seen, weighed, measured, felt, touched or which is in any other 
manner perceptible to the senses.”357 Sales taxes are especially important to certain 
States, like Florida, Nevada, South Dakota, Washington, and Wyoming, which have no 
state income taxes, and to New Hampshire and Tennessee, which have only limited 
income taxes. In Florida, for example, sales taxes provide 34 percent of all state and 
local tax receipts.358 
 
In addition to sales tax, states impose a Use Tax, when the goods are bought outside the 
borders of the state in question but used within the state; use tax will only be levied if 
sales tax has not being already imposed. It is seen as a complimentary tax to the Sales 
Tax, to cover only the out-of-state purchases, and it can be seen as a mechanism to 
balance the benefits and costs of in-state vendors to the out-of-state ones who are 
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required to collect the local sales tax359. Use tax has been said to be “an ingenious legal 
device that was developed to safeguard state sales tax by imposing tax on the privilege 
of using, consuming, distributing it storing tangible personal property after it is brought 
into the State from without the State”360. Rates for use tax and sales tax will usually be 
the same, considering they are both different formulations of the same rule361. Use tax 
is most effective towards sales of tangible goods but faces difficulties in relation to 
enforcement against services purchased outside of the State’s boundaries, but 
subsequently executed in the State. Pragmatically, use taxes are avoided by sellers 
unless a collection burden is imposed on the seller, which is rather difficult in the 
scenario where nexus is not sufficient in a jurisdiction. In that case, the consumer can be 
asked to self-assess use-tax, which is very problematic since individuals do not go 
through tax audits362.  
 
The United States is a federal union with numerous varied sales tax regulations, a great 
amalgamation of jurisdiction where the international taxation principles can be 
examined in depth; it starts at the top with the Constitution and proceeds to different 
set of rules in different individual States. Within EU there is a common levy in the form 
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of VAT, though the percentage varies amongst Member states.363 The main difference 
between the two jurisdictions is that sales tax is a state tax and not a federal-USA wide 
tax; each state within the US is entitled to levy different sale tax rates, and what creates 
more complexity is that each state also collects this tax on different products, because 
the definitions of services and goods vary from State to State.  
 
Overall, there are more than 7.500 different tax rules in the USA364, which makes it 
obvious that smaller companies have a lot more to correspond to, which makes it 
impossible for them to follow all expenses and administrative hassle. For instance, 
Wyoming, which was mentioned above, has a 4% Sales Tax365, but since the rate is not 
federally regulated, different States can impose significantly different rates and in some 
States such as Alaska, Delaware and Montana, the rate of Sales Tax is 0%.366 A 4% sales 
tax on the purchase of a $20,000 car in Wyoming would produce $1,200 in sales tax. The 
difference in policies amongst the States regarding sales tax is also creating an obstacle 
in taxing electronic commerce, where some degree of harmony is crucial to interlink 
VAT and Sales Tax systems. Sales tax is probably straightforward in its application for 














conventional commerce by a single store or a chain within a state, but when the 
considerations involve cross-state then online retailers are faced with numerous 
complicated different regulations and rates of tax at state and local level.  
 
3.1 US case law 
 
There are two basic legal decisions in the US that have been decisive over taxation 
matters, to the extent of allowing or stopping a state collecting the taxes after a specific 
transaction. These two cases decided in the US Supreme Court are the National Bellas 
Hess v. Department of Revenue367 and Quill Corp. v. North Dakota368.  Deciding these 
two cases the court ruled that a state may not require a seller that does not have a 
physical presence in the state to collect tax on sales into the state. The Court, also, ruled 
that the existing system was too complicated to impose on a business that did not have 
a physical presence in the state. The Court said Congress has the authority to allow 
states to require remote sellers to collect tax. Specifically in Quill v. North Dakota, the 
US Supreme Court reaffirmed its position on state taxation: "[i]n the absence of some 
nexus of the vendor to the taxing state, no state can compel collection of its sales tax by 
an out of state vendor without authorization from Congress."369 These two cases have 
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caused significant problems to the regulation of online transactions and have made it 
paramount that the seller must establish nexus within that jurisdiction for that state 
then to require them to collect sales taxes. 
 
3.2 Clinton Administration 
 
In the mid-1990s there was significant discussion in the US exploring ways in which 
individual states would be able to consider Internet services as a new tax base and tax it 
accordingly370. A year later the Clinton Administration took the discussion on to a 
federal level, resulting in the paper “Selected Tax Policy Implementations of Global 
Electronic Commerce “371 addressing the issue of source vs. residency as well as the 
importance of neutrality relating to the taxation of online commerce372. The purpose of 
the Treasury report was “to provide an introduction to certain income tax policy and 
administration issues presented by developments in communications technology and 
electronic commerce”373. It covered the most important issues related to supply, 
location of server, goods or services distinctions.  
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In 1997 the White House published the “Framework for Global Electronic Commerce”374, 
with a chapter only discussing electronic commerce taxation, where the decision was 
not to create any new taxes for electronic commerce & to keep Internet tariff-free when 
used for delivery or products or services. The Framework’s main suggestion, in relation 
to online environment and tax, was a moratorium on imposing new taxes for electronic 
commerce, and that moratorium was directed in a way as to be applicable across the 
globe375. The Clinton Administration proposed a system of VAT, levied at the point of 
consumption and collectable immediately with the sale376. The collected taxes then 
would be channelled to the respective State tax authorities via the use of an agent, 
which Chan claims would bring in the revenue faster and it would make the process 
easier and more efficient for seller and consumer as well as for international 
cooperation between EU and the US377, as well as create a more solid basis for online 
consumer trust, especially in relation to their online privacy.378 
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3.3 Internet Tax Freedom Act 
 
One other very significant development, following from the White House 1997 
publication, was the Internet Tax Freedom Act of 1998, a federal rule by the Congress to 
forbid any laws that would tax transactions conducted over the Internet. This Act was 
intended to be a temporary one, with an initial period of 3 years. Main reason for the 
temporary character was to gain time and investigate the effects of Electronic 
commerce upon society, law and the economy more efficiently and on a USA-wide 
perspective.379 President Bush extended the Act for 2 more years until November 
2003380, despite some of the Congress raising their concerns, and argued over the 
necessity for simplification of the sales tax system.381 This Act exempts Internet access 
services from state and local taxes, such as sales tax, and it applies to all states, 
excluding the ones (about 10 States) that had related policy frameworks in place before 
1998. The Act originally imposed the three-year moratorium on the state and local 
taxation of Internet access382. Internet access for the purposes of the Act was defined as 
“A service that enables users to access content, information, electronic mail, or other 
services offered over the Internet, and may also include access to proprietary content, 
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information, and other services as part of a package of services offered to users. Such 
term does not include telecommunications services”.383  
However, Congress specifically excluded from the moratorium any taxes that had been 
enacted and enforced384 before the Act via a grandfather provision; this exception also 
known as “the ITFA grandfather clause”.385 This Act prohibited the introduction of 
discriminatory, non-neutral taxes (not imposed on transactions done with other means) 
on electronic commerce transactions, or invention of new taxes. The Act is only related 
to intangibles and electronic commerce transactions; it does not affect sales of tangible 
products over the Internet. Generally speaking, the purpose of this Act was to 
encourage the development of the Internet by preventing individual states from 
imposing taxes on Internet access, multiple taxes on a single electronic commerce 
transaction, and discriminatory taxes aimed toward commerce conducted over the 
Internet.386 
3.3.1 ITFA and criticism 
 
In the last few years this Act’s unpopularity has been growing, especially from the 
States’ perspective as they claim the prohibition does not allow them to tax otherwise 
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taxable transactions merely because they take place online. A 2005 study indicates that 
online retail sales in the United States will grow from US$172 billion in 2005 to US$329 
billion in 2010387, which illustrates the argument that the ban is costing billions of dollars 
($1.8 billion in sales and use taxes in 2004) and the figures expand as the volume of 
transactions grow388. Despite the concerns, the House of Representatives ruled to 
continue the prohibition, and with the intention to extent the scope and to become 
permanent.389 On December 2004 it was decided to amend (reaffirming the tax-exempt 
status of internet access, ad widen its meaning) and extend the Act until November 
2007,390 thus allowing more time for the States to create a more solid unified 
approach.391 It has been extended by the United States Congress for the third time, 
which was titled the Internet Tax Freedom Act Amendment Act of 2007392, and was 
signed into law on November 1, 2007, by George Bush thus extending the moratorium 
until November 1, 2014. 
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This Act could potentially mean State Governments losing huge sums of money, by 
endangering their tax collection393. The Act was important as it disallowed the states 
from imposing new or discriminatory taxes on electronic commerce by the means of the 
moratorium. The initial introduction of the ITFA initially caused excitement between 
many businesses considering it as providing freedom from any taxes for the Internet394. 
What it did though was impose prohibition towards any new fiscal measures on internet 
access services, stop States to impose a variety of discriminatory taxes on electronic 
commerce, and lastly it contained the grandfather clause, thus allowing the states to 
impose any charge, that was in existence before the enactment of the ITFA, on internet 
access.395 The heated debate around it created the climate of some States wanting to 
expand their sales taxes to include Internet access charges; the States have been divided 
to two groups about how aggressively they want to impose consumption taxes on 
electronic commerce396. Currently The Internet Tax Freedom Act is not a favoured 
approach in the States, despite the intention by the Congress to make the ban 
permanent. The preferred approach seems to be the one represented by the 
“Streamlined Sales Tax Project”397, which aims to simplify the sales tax system and make 
                                                 
393
 Burke T. Ward & Janice C. Sipior (2011): The Battle Over Electronic commerce Sales Taxes Heats Up, Information 
Systems Management, 28:4, 321-326 (also “More states propose Internet sales taxes”, 
http://news.cnet.com/8301-13578_3-10465658-38.html, Declan McCullagh, March 8, 2010)   
394









the 7.500 different rules into one harmonized set of rules for taxation applicable to all 
the US States. 
 
It appears that in the US the federal government has adopted a wait-and-see approach 
in relation to Internet and electronic commerce taxation, however not everyone is 
agreeing with that approach. State governments have protested loudly that the ban is 
not cost-effective for the states because it allows otherwise taxable transactions to 
escape taxation simply because they occur over the Internet. State governors have 
lobbied for gaining the power to tax electronic commerce transactions. To that extent 
42 governors had sent letters to Congress opposing Internet Tax Non-discrimination Act 
or its equivalent as of September, 2001398. If that was to move forward, up to this point 
there has been no significant development on this initiative; states could potentially lose 
sales tax revenues. The consumers will be able to choose to purchase goods via the 
Internet and avoid paying state sales taxes.399If such an initiative would materialize then 
different states would attract businesses to relocate their offices and distribution 
centres to areas where sales tax is not imposed400. Many traditional companies with a 
physical presence in each state where they generate transactions could be losing ground 
to low-overhead, non-tax-burdened, electronic commerce firms. Governments can 
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hardly expect bricks-and-mortar companies to continue to pay taxes on the same sort of 
transactions that go untaxed with electronic commerce companies."401 Currently the 
moratorium is imposed on charging any new taxes or any discriminatory taxes on 
electronic commerce, but there is still inconsistency on a national level, and states still 
cannot overcome the restraints posed by the Quill decision and out-of-state online 
vendors do not have to pay taxes on electronic commerce sales.402 This was the reason 
states took an initiative for something that could help them by ensuring there is 
uniformity across the US, without leaving gaps for online sales. Overall it should be 
mentioned of course that the ITFA does not pose a threat or a developmental 
opportunity on sales and use taxation; strictly under the provisions of the ITFA 
electronic commerce is not exempt from taxation403. However it does indirectly help 
create better protected internet access, protected from State and federal regulation 
imposing tax in order to regulate internet access. Another positive outcome of the ITFA 
is also the establishment of the Advisory Commission on Electronic Commerce (ACEC) to 
study electronic commerce related matters and report to Congress on these matters.  
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3.4 Streamline Sales Tax Project and Streamlined Sales and Use Tax 
Agreement  
 
An attempt was made by some of the States in order to create a framework to convince 
out-of-state vendors to collect sales taxes, when they were the vendors of electronic 
commerce transactions with in-state consumers; that initiative was initially identified as 
the Streamlined Sales Tax Project (SSTP or subsequently the Streamlined Sales and Use 
Tax Agreement (SSUTA))404. Amongst the provisions of the Internet Tax Freedom Act 
was the establishment of the Advisory Committee on Electronic Commerce405 examining 
the crucial issues relating to taxation and electronic commerce, and report back to the 
US congress. In March 2000, the Streamlined Sales Tax project was organized to simplify 
the collection and administration of sales and use taxes by retailers and states. The 
outcome of this work was the Streamlined Sales and Use Tax Agreement (SSUTA). The 
purpose of the SSUTA is to simplify and modernize sales and use tax administration in 
the member states in order to substantially reduce the burden of tax compliance. 
Instead of extending the ITNA, many of the states in the US rather prefer to simplify 
their system of sales tax. In order to simplify their collection systems the states 
representation, the National Governors Association, has founded the “Streamlined Sales 
Tax Project” in 2000 aiming for uniform and simplified use and sales tax system. This 
project is aiming to simplify the current rules and is intending to present its final 







proposal in 2006. Currently there are over 7500 different rules regulating sales tax in the 
US. The project intends to establish one rule. Then it would be practical to levy sales 
taxes also on the currently banned services.   
 
Currently there are 24 states which passed legislation conforming to the Streamlined 
Sales Tax Project and over thirty have agreed to join the SSTP406. The SSTP proposals 
include state level administration of sales and use tax collections, uniformity in the tax 
bases, a central electronic registration system even consumer privacy protections, in 
order to make it easier for electronic commerce companies to collect taxes through the 
use of available technology and for the online consumers407. Registering for the SSTP 
means states would pay for the implementation of tax-collection systems408. SSTP as a 
concept could have wider application as its main aim from the beginning stage of its 
development to the subsequent form of Streamlined Sales & Use Tax Agreement was to 
simplify and create a more uniform approach409. Section 102 specifically reads that “the 
purpose of this Agreement to simplify and modernize sales and use tax administration in 
the member states in order to substantially reduce the burden of tax compliance. The 
Agreement focuses on improving sales and use tax administration systems for all sellers 
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and for all types of commerce”410 For instance, one of the Agreement’s proposal that 
could be employed in other jurisdictions and provide a feasible solution in relation to 
international taxation question is the use of a centralized registration system. Vendors 
would register in each state, leaving states to allocate appropriate funds to each 
municipality within the state helping to minimize the 7,500 tax municipalities in the U.S. 
alone411.  
 
The Streamline Sales approach has been seen as a potential beneficial move to a better 
and more efficient tax system which will encompass the positive elements of both sales 
tax system and electronic commerce technological framework.412 It has been seen as a 
good move forward since it established simple and uniform rules relating to what are 
taxable goods and services and the participating members are under the obligation to 
utilise these rules413. Also it introduced a clear and concise category of products called 
“digital goods”, which allowed for a uniform approach to all members.414 Overall, the 
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Streamlined project was seen as a very efficient step forward415, but not with complete 
success as there are still concerns about the privacy of the consumers as well as the lack 
of directions on the cooperation of the members, and the major pitfall may be the 
application of the Streamlined project without infringing the commerce clause of the 
decision in Quill.416 In regards to this last reference, there may be potential concerns 
over the functionality of the Agreement’s provisions without creating any obstacles to 
the commerce clause from the US Constitution. That specific clause gives the authority 
to the Federal Government to have the overreaching power in regards to imposing and 
collecting taxes417. In regards to electronic commerce, that clause can offer the Federal 
Administration the power to supervise and correct any potential regulation or taxes 
imposed by one State, if there is a strong probability it will disadvantage another State 
or create problems for interstate commerce. In the Quill the Court did rule on the 
importance of nexus but also allowed for Federal overruling this by enacting legislation 
to that extent418. This is a potential mishap of the Agreement as it could sidestep the 
Quill decision and with that circumvent the importance of nexus in regards to electronic 
commerce taxation. 
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3.5 Marketplace Fairness Act 
 
 
The Marketplace Fairness Act419 is proposed legislation in the US which could grant 
States the right to collect sales taxes and use taxes at the time of transaction from 
remote retailers with no physical presence in their state; almost like local retailers are 
required to do. The MFA is one of three “remote seller” bills currently in Congress 
Attempting to correct Quill420 However, the states will only be given that right if they 
have simplified their sales tax laws. The MSFA’s condition is SSUTA membership; the 
MEA’s conditions are set out in “minimum simplification requirements”. Those who 
want to be able to use the MFA have two options:  
“Option 1: A state can join the twenty-four states that have already voluntarily adopted 
the simplification measures of the Streamlined Sales and Use Tax Agreement (SSUTA), 
which has been developed over the last eleven years by forty-four states and more than 
eighty-five businesses with the goal of making sales tax collection easy. Any state which 
is in compliance with the SSUTA and has achieved Full Member status as a SSUTA 
implementing state will have collection authority on the first day of the calendar quarter 
that is at least 180 days after enactment. 
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Option 2: Alternatively, states can meet essentially five simplification mandates listed in 
the bill. States that choose this option must agree to: 
1. Notify retailers in advance of any rate changes within the state 
2. Designate a single state organization to handle sales tax registrations, filings, and 
audits 
3. Establish a uniform sales tax base for use throughout the state 
4. Use destination sourcing to determine sales tax rates for out-of-state purchases (a 
purchase made by a consumer in California from a retailer in Ohio is taxed at the 
California rate, and the sales tax collected is remitted to California to fund projects and 
services there) 
5. Provide free software for managing sales tax compliance, and hold retailers harmless 
for any errors that result from relying on state-provided systems and data”421 
The EU and the US are going towards the same direction by adopting very similar 
approaches. The MFA is a positive step forward; creates a levelling mechanism to EU’s 
regulation and that subsequently can allow for further cooperation. Also, it presents a 
positive step towards Federal regulation in the US, something which appears to be an 
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important element for such a piece of legislation to operate fully422. Even though it is 
generally perceived as a significant step forward there are some concerns and criticism 
towards the MFA. One criticism lies in that a new federal tax will be created, raising the 
argument on its constitutionality. This criticism is not one to be seen as valid though, 
due to the fact the Congress has the authority to enact such legislation, following the 
Quill case.423 Another criticism is the creation of unconstitutional undue burden on 
interstate commerce, which similarly to the one above, it is highly unlikely the Act will 




Electronic commerce has grown tremendously in a short time, and is forecast to grow 
even more in the near future. A coordinated and consistent global tax policy is a rational 
response to the issue of how to manage valuable tax revenues from this new 
transactional medium. OECD has assumed the role of the organization encouraging 
cooperation and development in that area and produced significant motivation for the 
two biggest actors of online commercial transactions, EU and the US. EU is going to be 
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examined in the following chapter, while previously and in order to set the overall 
background for this discussion the influence of the OECD was argued as well as how 
evident that influence is in the legislation and related policy initiatives of the two main 
actors. The US did accept the OECD guidance on an initial basis but then decided to take 
a more “hands off” approach, contrasting the EU one. The US has taken some very 
significant steps to identify and control the online commercial arena, but not by creating 
legislation for every eventuality. Instead the US approach has been to keep a balance 
between tax compliance, transactional freedom for development for electronic 
commerce and simplicity on the practical aspects for the consumer425.  
 
There is the belief amongst some tax lawyers that the sales tax streamlining movement 
should be considered as one of the most significant development in state sales taxation 
since the initial establishment of the state sales tax in the 1930s, and an initiative which 
can ultimately help increase, any lost426, revenue for the States427. Also, the Streamlined 
Sales and Use Tax Agreement should create the circumstances for easier cooperation on 
a cross-border and international perspective, thus allowing for a better planning and 
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potential implementation of a more harmonised global system for taxing electronic 
commerce.428 However, despite all the positive aspects of the project, some academics 
such as Basu present the argument that the constitutional obstacle of the Quill decision 
and the dormant Commerce Clause make the Streamlined Sales and Use Tax Agreement 
merely an influence mechanism directed to the Congress and their legislative efforts429, 
which could move forward with the Marketplace Fairness Act, creating a more level 
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This Chapter will look at an important aspect of the thesis: the approach taken by the 
European Union on taxing electronic commerce. It will examine the regulatory initiatives 
taken by the European Union in relation to taxing online transactions, specifically 
towards the taxation regime established by the Union to efficiently deal with the 
potential implications posed by online commercial transactions. Looking at the main 
institutions operating in this area and their role in developing the VAT specific and other 
related regulatory approaches, the merits of the EU approach can be considered. The 
development of the relevant regulation within the EU will be examined in depth. 
Starting the discussion by consideration of the initial steps towards developing and 
establishing a common market, namely the Treaty of Rome and the 1992 Maastricht EU 
Treaty, both relevant as to their assistance to establish the main principles of the 
European Market, the framework within which EU subsequently had to address the 
electronic commerce taxation matter. Also, this chapter will focus on the subsequent 
and more contemporary attempts by EU in producing regulation to deal with the 
implications assumed by VAT and electronic commerce. After examining the framework 
established by the Union, this chapter will attempt an evaluation of the policy in this 














As it has been discussed in previous chapters electronic commerce presents a significant 
danger and at the same time a great opportunity for governments and tax authorities. 
The constant growth and development of electronic commerce and the digitisation of 
goods and services pose questions in regard to the taxation processes, especially 
considering the taxation within a group of different Member States, the European 
Union. With more than 460 million inhabitants and a Gross Domestic Product of above 
EUR 11,000 billion (USD 13,300 billion), the European Union is a major economic player 
in the world430 and thus cannot risk losing a great amount of revenue due to online 
commercial activities. Even though electronic commerce has only been around the last 
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couple decades, the development has been extraordinary, and the internet is now seen 
as a window to the global market arena. Because of that, from a legal point of view, 
there is currently a pressing need for approaching all the relevant regulation, in order to 
ensure a framework is in place allowing for further growth and development but at the 
same time not permitting uncontrollable conditions which traders will exploit for 
making profit.  
 
The European Union is an intricate and multi-jurisdictional organisation. At the same 
time it has a distinct character from the Member States while its impact on domestic 
systems (on administrative, legal, financial matters) is evident to a great extent. One of 
the aspects of EU’s operation is the taxation of Member States and its regulation. Tax 
law originating from the EU has a substantial impact on that of its Member States. 
European Union development of legislation and legal trends can be identified from 
looking at the key institutions and the jurisprudence of them (i.e. ECJ), as well as 
political and economic implications. Therefore, it is obvious that tax regulation is not a 
simple process, and especially in the case of European Union, which is the biggest single 
developed market in the world431, with 27 countries and more than 490 million 
consumers432.  
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The main focus of this chapter will be the current legislation produced by the European 
Union, but before discussing that there are some other aspects which are vital to the 
understanding of the wider concept. A reference will be made to the previous 
regulatory attempts of relevance and their development, especially the ones focusing 
on Value Added Tax, to establish the starting point and the founding steps. The 
subsequent amendments and more contemporary Proposals and Directives on the issue 
of consumption taxation will be analysed. These include the Council Directive 
2002/38/EC (initially as a temporary measure but subsequently extended by Council 
Directive 2006/58/EC and now having a permanent status433) and its rationale. Also a 
brief reference will be made to other elements of the taxation in EU, such as rates, the 
EU Institutional framework that affect significantly the creation and functionality of 
legislation relating to tax. 
 
2. EU specific developments relevant to taxing electronic commerce 
 
European Union has been a significant contributor in relation to producing policies and 
guidelines in the area of developing taxation frameworks directed to electronic 
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commerce. EU has taken huge steps to modernise the tax systems of the Member States 
over the last two decades. 
E.U. has taken significant action to update their respective tax systems in light of the 
exponential growth and revenue implications of electronic commerce434. A comparison 
of the effects of sales and use tax jurisdiction’s actions to those of a VAT system will lead 
to a deeper understanding of each system, how they operate alongside one another, 
and the areas for advancements in efficiency and fairness. 
 
2.1 Relevant background 
 
A significant section of primary legislation originating from the European Union (or 
rather European Community at the time) is the Consolidated Version of the Treaty 
Establishing the European Community as well as other ones of the founding treaties for 
the European Community. 
2.1.1 Initial approaches 
 
The Treaty of Rome, establishing the European Economic Community (EEC)435, signed in 
Rome on 25 March 1957, and entered into force on 1 January 1958436. The Treaty of 
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Rome, is considered mainly a historical piece of European legislation now, and has 
subsequently been replaced by the Treaty for the Functioning of the European Union437. 
The importance of the Treaty of Rome lies in its provisions and the reason for its 
creation. From a theoretical perspective the Treaty of Rome encouraged the closer 
union between the Member States. That was mainly due to the core principles raised 
and the actual outcome for EU and its citizens, mainly the fundamental Treaty 
freedoms438. These articles are identifying and establishing the fundamental freedoms; 
free movement of goods, of workers, of capital and payments, freedom of 
establishment and to provide services439 . 
 
 Another reason why the Treaty of Rome is significant when discussing taxation and 
commercial transactions within EU is because the Treaty established four institutions - a 
Commission, a Council of Ministers, a European Parliament and a European Court of 
Justice440. These institutions were to be operated by qualified officials from all member 
states and were set up to attempt the creation of closer co-operation on a range of 
economic and trade issues from agriculture to overseas aid, commerce to taxation441. 
 













Not all the articles are related to taxation, and articles 23-31, 39, 43, 49 and 56 ECT are 
identifying the fundamental freedoms provided by the Treaty. Title 6 (Title VI, as is in 
the Treaty) is the “Common Rules on Competition, Taxation and Approximation of 
laws”442 More specifically, the Articles 90-93 relate to tax matters and it is evident that 
taxation is identified in them as a significant factor in the European integration 
process443.  
 
Articles 90 to 92 of the Treaty444 specify the prohibition on any discriminatory taxation, 
either internal tax measure or in the form of excise duties or other levies, as well as 
prohibiting other types of protectionist measures for the Member State’s domestic 
products. For instance Article 90 was put in place as a preventative measure for 
Member States imposing higher internal taxes on imported products from another 
Member of the EU than the tax imposed on their own. These three articles do illustrate 
the idea at the time that EU should be an open market, imposing the European notion 
on commercial transactions at the same level or slightly above the national one. That is 
the reason why protectionist measures are not allowed either. These articles do press 
on the importance of a common European marketplace, trying to ensure a harmonized, 
to an essential basis at first, approach for all Member States. Also by not permitting a 
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regime where each Member State is allowed to protect its domestic production, a more 
balanced arena is put in place, in an attempt to allow financially weaker Member States 
to compete on a level basis with the more financially strong ones.  
 
Article 93445 established another rule relevant to the aspect of taxation and thus 
relevant to taxation of online transactions, with consideration towards a future 
framework in the area. It gave the competence of the Community to attempt 
harmonization of the national indirect tax regimes of the Member States. The fact that 
indirect taxes, for instance VAT, are charged on products and services, affects the flow 
of goods and services not within EU but on an international scale446. Article 93 
presented a valuable insight in the EU’s projected ability to intervene in the Member 
States’ internal proceedings, more specifically in such a key area as taxation. However, 
there is a limit to the powers of article 93 to the extent that the harmonization must be 
necessary “to ensure the establishment and the proper functioning of the internal 
market”.  
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Article 94 also suggests that Member States should be receiving legislation from the EU 
in the form of Directives447, providing the main targets and expected outcome.448 It is an 
efficient method of central regulatory framework encouraging harmonization to a 
certain desired degree, but it does allow a degree of autonomy to the Member States. 
This can result in a creating a compatibility regime, rather than absolute strict 
harmonization, as is evident from the indirect tax regime within the EU and its Member 
States449. That allows some degree of exercising their sovereignty over their national 
matters, which is very important as harmonization or further integration cannot take 
place if the participants are mainly passive actors. A relevant example of EU’s objective 
towards a more homogenous tax regime is the VAT Directive 2006/112/EC450, where 
one of the basic rules provided that the rate of VAT charged on goods and services will 
be at least 15% amongst Member States, thus allowing the individual Countries to adjust 
it accordingly above the 15% minimum limit451. 
 
The references to specific provisions made so far reflect some of the legal instruments 
initially envisaged as relevant to the taxation within the European Community. The 
Treaty of Rome gives power to the Council to harmonise tax legislation, and sets certain 
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boundaries to the Member States’ undertaking taxation procedures within their 
geographical boundaries or with other Member States. The EEC Treaty establishes the 
significant institutions and prescribes the system for decision-making. The vital 
institutions are the Council, the Commission and the European Parliament, which are 
meant to work together. While the Parliament plays more an advisory role to the other 
two, the Council prepares the standards and the Commission drafts the proposals. 
Another institution on a predominantly advisory post is the Economic and Social 
Committee452. 
 
2.1.2 The Maastricht Treaty  
 
Another significant piece of primary legislation is the Treaty on European Union453. It 
was signed in Maastricht on 7 February 1992 and entered into force on 1 November 
1993. 'The Maastricht Treaty changed the name of the European Economic Community 
to simply "the European Community" and it created a new structure with three 
"pillars"454. The original aim of the Treaty was to update the Treaty of Rome and set the 
stage for a common market, which materialised subsequent to the Treaty, and the 






 The Maastricht Treaty creates the European Union, which consists of three pillars: the European Communities, 
common foreign and security policy and police and judicial cooperation in criminal matters.  
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result was Economic and Monetary Union (EMU)455. The Treaty intended to constitute 
the circumstances ready for further European integration of all Member States. An 
article within the Treaty of particular relevance is Article 6456, which states that human 
rights and fundamental freedoms shall be respected and not infringed or discriminated 
against. At the time it was a novel concept to place taxation next to human rights457, 
directing the discussion458 around themes such as how tax avoidance infringes human 





One of the main elements to tax regulation is the structure of the Institutional 
Framework of the European Union459. These institutions are the European Court of 
Justice, the European Parliament, the Commission, the European Council and the 
Council of Ministers. The European Council is not as influential as the other bodies are, 




 Article F – EUT  
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when it comes to the legislative aspect, but its role is designated towards political 
interventions. When considering the legislative aspect, a very important role is played 
by the Council of Ministers460. The institution with a rather extended scope of more than 
one function within the EU is the European Commission461. Most of the legislative 
powers are delegated by the Council, which also has responsibility for initiating 
legislation (after delegated by Council usually), enforcing regulation/legislation, as well 
as acting in the role of mediator. The Commission is a “key player in the introduction, 
drafting, negotiation, and design of the final legislative product”462 Its role is to pass 
delegated legislation, and, as referred to earlier, it is responsible for enforcement of EU 
law, and thus can take measures, such as infringement procedures, against MS failing to 
adhere to it. 
 
The European Court of Justice is as vital to the EU as the Commission is. More 
specifically to taxation, ECJ is the one supporting any taxation regulation proposals and 
directives and promoting them to the MS, who in turn can adopt the new legislation. 
Under the TFEU463 Member States have accepted that part of their powers has been 
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transferred to the EU and its institutions.464 Interpretation and application of EU law is 
the main focus of the ECJ. In relation to tax, the ECJ will identify the necessity and by 
implication or suggestion direct the MS to alter their national legislation framework 
relating to tax.  
 
An example of that can be seen in the case of Shumacker465, where a frontier worker 
had to pay more tax in Germany because he was not a resident. ECJ needed to interfere 
in order to assist EU law to create a clearer distinction between resident and non-
resident taxpayers466. The reason for that specific interference was that the 
aforementioned distinction has implications for the relevant tax authorities towards a 
person’s discriminatory treatment, based on nationality or professional status 
dependent on the state of residence. ECJ also received assistance by the Advocate 
General, who has the role to provide an independent and impartial Opinion to the 
ECJ467. So it is obvious that ECJ plays and will keep playing an important role in the area 
of taxation within EU, and since the Costa468 case, it was highlighted that EU law must 
always be taken in consideration before any MS attempts to legislate. The reason for 
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that is to avoid law making contrary to what EU law prescribes, even though the final 
word lies with the National court.469 The ECJ has assisted and allowed significant 
development, specifically in the area of EU tax initiatives and in the area of cross-border 
tax and national systems operation470, but it would be interesting to consider the extent 
of jurisdiction it could have in a more unified and harmonized tax regime across the 
Member States471. 
 
The European Commission and the European Court of Justice are the main actors in this 
area, with the European Parliament and the Economic and Social Committee472 having 
an advisory role, mainly. The EU VAT Committee was set up under the 6th VAT Directive, 
and its role is to provide advice and recommendations for policy related matters on 
VAT-related issues473. It was established to encourage uniformity in the implementation 
process of Vat related provisions from all involved Member States. In cases of non-
compliance, the Court of Justice of the European Communities474 is the institution to 
intervene and overlook at the circumstances of non-compliance as well as examining 
the legality of the acts taken by the Commission and the Council. 
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Also, there is a set of mechanisms, not institutions but operating within the, which give 
EU the authority to establish specific legislation frameworks. EU does have the authority 
to impose legislation only on issues directly relevant to the Treaties.475 All matters not 
directly referred to in the Treaties are within the discretion of the Member State. 
However two principles, the “subsidiarity” and the “proportionality” principles, do give 
EU the scope of taking action when specific circumstances arise. The first one will allow 
EU to take specific action if the MS would not be able to achieve a sufficiently efficient 
and adequate action476. Of course, for the EU to take action there is always the need to 
only go as far as is necessary regarding the Treaties’ provisions, as specified under the 
proportionality principle477. These two principles appear to be significant in the specific 
relation of electronic commerce and taxation especially considering that EU’s relevant 
regulatory attempts are in the form of Directives478. The two aforementioned principles 
could give the standing for EU to take proposed action in case the MS are not 
sufficiently equipped or the administration is failing to take the necessary steps as 
directed by the Union, which appears to be imperative for the neuralgic field of taxing 
electronic commerce. 
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2.2 6th VAT Directive479 
 
The ECT and the Maastricht Treaty were mentioned previously in order to provide the 
background for the first relevant to taxation legislative efforts within the EU. However, 
the specific principles of VAT were debated and introduced in the 1960’s, by the 
recommendations of a Fiscal and Financial Committee, which comprised of officials from 
National Governments and experts from the Commission480. The First VAT Directive (Dir. 
67/227) was presented in 1967, basically asking the MS to implement a common VAT 
system. A Second Directive (Dir. 67/228) was also put in place to add some specific 
details on certain matters, but 10 years later it was revoked by the Sixth VAT 
Directive481. The Sixth Directive (77/388) was put in place to amend certain inadequacies 
of the First and Second; MS wanted a greater degree of flexibility, and a system which 
would identify each country’s proper and equitable tax base. With the 6th VAY Directive 
“EU is abolishing tax controls at internal frontiers for all transactions carried out 
between Member States, approximating the value-added tax (VAT) rates applicable to 
those transactions and making provision for a transitional phase of limited duration that 
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will ease the transition to the definitive arrangements for the taxation of trade between 
Member States”482. There have been 20 amendments to the 6th Directive so far483.  
 
The 6th Directive is the main part of the EU VAT law, and that can be seen by the fact 
that the ECJ relies upon its provisions heavily. ECJ in some cases has held that since the 
provisions of the 6th Directive are so clear and precise, individuals in EU MS can rely 
upon them, even against national tax provisions484. There have also been instances 
where national courts may need to ask for reference to the ECJ, even if the taxpayer has 
not asked for it485. Within Europe, the basic taxation framework related to VAT is also 
based significantly on the 6th Directive. But it doesn’t provide for everything and one of 
the main areas it doesn’t cover is the rules regarding the procedural functionality of 
VAT, which leaves a task for the MS to cover. But in the Marks and Spencer plc. v CEC 
(2002), ECJ held that “1) the fact that a directive has been properly implemented does 
not affect an individual’s right to ensure full application of the rights conferred under it, 
provided they are sufficiently precise and unconditional, 2) whilst the rules for collection 
and repayment of overpaid tax were a matter for domestic law, the general principles of 
Community law would be applied to them.  
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To what extent was the VAT Directive relevant to electronic commerce? The VAT 
Directive was originally put in place to shape the area of VAT policy within the European 
Union marketplace and establish a more homogenous taxation framework. Electronic 
commerce presented some challenges to achieving that homogeneity and VAT Directive 
assisted in identifying the areas needing attention and potential amendments to the 
Directive’s provision. In an Explanatory Memorandum in relation to amendments to the 
6th VAT Directive, the Commission’s aim was summarised as ‘The Commission’s intention 
is that the proposal should give electronic commerce operators a clear framework in 
which to charge, collect and remit VAT on electronic deliveries’i. 486 The main reason for 
the proposed amendments was to attempt adequate addressing of the aspect of direct 
electronic commerce and its tax implications. Looking at direct electronic commerce, 
the focus of the VAT policy is on the cross-border transactions involving digitised goods 
or services, putting emphasis on the final consumer and their location within the EU.487  
The VAT Directive and its provisions also brought about the discussion on whether 
traditional commerce and electronic commerce could use the same VAT framework, and 
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whether that could be done in an efficient manner.488  Electronic commerce was 
considered as a pioneering platform that could change the way in which people buy and 
sell things, and the Commission indicated that at some point in the future there may be 
necessity for ‘a full scale review of the exiting VAT’ because of the perceived then 
complexity of online commercial environment. 489  
 
2.2.1 2004 update 
 
On February 2004, a new article 29a of the Sixth EU VAT Directive entered into force to 
ensure a more standardized application of the current EU VAT system. The reason was 
because even though the EU VAT system has had a common framework, which is 
dictated by the Sixth EU VAT Directive to a great extent, each of the MS still has the duty 
to implement and apply this common frameset into its own national legislation, and as it 
can be the case EU Member States may have different approaches and interpretations 
on specific provisions of the 6th Directive490. That can potentially present a problem for 
electronic commerce if each Member State adopted different approaches to VAT, 
therefore different approaches to VAT treatment in the electronic commerce context; 
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for instance, a Member State could take certain measures as regards the determination 
of the person liable for payment of VAT, something which could impact on the vendors 
of online services as well491. In order to avoid disparity and failure to implement, a 
mechanism was necessary to be put in place.  
 
Article 29a and the measures taken, were trying to ensure compatibility and to an 
extent harmonisation and avoid potential future conflicting jurisdictions or even double-
taxation occurrences. One has to be careful though, as these regulations are not to 
amend the 6th Directive, but simply to assist in the proper comprehension and 
implementation of it. Regulation (EC) No 1777/2005 of 17 October 2005, published in 
the Official Journal of 29 October 2005 (L 288/1), is the first Regulation based on article 
29a. It comprises of decisions of the EU VAT Committee regarding the interpretation of 
the Sixth EU VAT Directive. The EU VAT Committee492 is a body holding technical 
discussions about EU VAT493. Maybe the EU could follow on the effectiveness of Article 
29a and in similar circumstances make similar implementation of regulatory 
mechanisms to assist Member States; it speeds up the procedure and doesn’t take 
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matters to more unnecessary consultation, since that would have been dealt with from 
the EU VAT Committee. 
 
So far, the discussion concentrated on the Institutional Framework in place to ensure 
the taxation system operates efficiently within the EU, as well as looking into the 
historic background on the development of VAT through the initial attempts to regulate, 
up until the 6th VAT Directive (and all the subsequent amendments). Before moving on 
to examine more contemporary legislation, a brief note on the current system in EU for 
offline and online sales will be made. In general, transactions are subject to VAT within 
the member country, within the EU (intra-community) and when imported from outside 
of the EU (cross-border). 
 
In addition, the EU-VAT rules are operating on a dichotomy of goods and services 
(tangible or intangible goods) and evaluate whether transactions are performed for 
business customers or private customers (B2B and B2C)494. Currently for B2B supplies of 
goods intra-Community supplies are exempted from tax, and the tax is paid by the 
recipient in the MS of destination.495 In any situation where goods are purchased 
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electronically, but are actually tangible goods which are subsequently delivered in a 
traditional manner, the VAT implications are no different to any other form of sales, 
simply like purchasing a book in a bookshop in the High Street. When goods are 
intangible and the transaction is regarding online purchase and online delivery of the 
service/good, then, as seen in the earlier chapter on challenges of taxing electronic 
commerce, complexity arises. The transaction needs to be identified and characterised 
with accuracy; tangible good or service need to be established as the subject matter of 
the transaction. Also, the location of consumption must be flagged up, for VAT 
collection purposes, and that alone can be problematic as to an extent anonymity can 
be ensured online.496  
 
2.2.2 Paving the way ahead? 
 
European Union’s taxation system has developed a regulatory framework in accordance 
with the guidelines produced by OECD497. Basically, the Ottawa principles tried to 
establish that consumption taxes should be levied where the consumption occurs, as 
well as that there should be a simple registration scheme for non-resident, in this case 
non-EU traders. Each Member-State charges VAT at rates dependent on the country’s 
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legislation and fiscal rules.498 It has been seen as the aim of fulfilling the target of Single 
Market to have a harmonised VAT system for all Member States499. Currently there is 
the standard VAT rate for all Member States and there is the optional rates for certain 
specified goods500. A fully coordinated scheme would perhaps allow fading out any 
differences in tax systems within a Union of Member-States, ensuring higher compliance 
from inter-state vendors, and potentially achieve a more stable taxation framework. 
 
As will be discussed in more detail below, the Electronic commerce VAT Directive was 
introduced to establish simplified procedures regarding taxing of electronic commerce 
activities. The place of consumption was identified as the place of supply and where the 
levy is to be charged, applying these rules to non-EU suppliers as well and, also putting 
in place simplified procedures of registration for vendors. Overall the Commission’s 
purpose with the Electronic commerce VAT Directive was to improve and update on the 
6th VAT Directive in respect to taxation of online transactions and especially the 
intangible nature of the service. Overall, the EU system has been seen as an effective 
one amongst the Member States501, and it should be taken into consideration for 
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further design of VAT regimes, especially those directed to electronic commerce502. The 
last suggestion could be taken into consideration in jurisdictions with no development 
of VAT regime, especially the other big “actor” in the electronic commerce platform, the 
US.  
 
2.3 Current initiatives 
 
The European Commission on the 7th May 2002 confirmed the adoption of a Directive to 
amend the VAT legislation, applicable at the time. The Directive came into effect on 1st 
July 2003 and introduced some amendments to the system of VAT for online 
transactions. A major change is the requirement for non-E.U. resident vendors to apply 
VAT when selling digital goods and services in the EU. The objective of Directive 
2002/38/EC is to create a level playing field for EU businesses and minimize or eliminate 
the unfair competitive advantage enjoyed by non-EU traders. It also aims to make the 
compliance of non-EU vendors easy and uncomplicated in the altered tax system for 
online transactions.  
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The Directive, which came into effect from 1st July 2003, requires non-E.U. resident 
vendors to apply VAT when selling “digital goods” in the EU. The new Directive is 
supposed to address and eliminate the above mentioned65 unfair competitive 
advantage enjoyed by non-EU traders. This system is to be applied for three years 
following implementation of the proposal and could then be extended or revised.  
 
In 1997 the European Commission made one of the first statements on the future of the 
EU’s VAT system when the Commission started to examine the tax implications of 
electronic commerce.503 In April 1998 the Directorate General for VAT and Customs was 
able to produce an Interim Report.504 This report highlighted mainly three conclusions. 
First, the existing system of indirect taxation was the best way to approach the fiscal 
challenges of electronic commerce and thus the Commission decided not to establish 
any new methods of taxation or amend the legal base of the 6th Directive and 
recommended that the existing system would be sufficient to ensure collection of 
taxes.505 The second is that it was designed in order to minimize complexities and 
simplify the rules of custom clearance of small volume imports of goods. The third and 
final conclusion was the report’s suggestion of the immediate need for a VAT rule, in 
order to protect tax base for direct electronic commerce. The overall proposal was for 
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an adjustment of the VAT legislative base to incorporate the new principles, and more 
efficiently implement control and enforcement monitoring. Also, the need for 
international effort to solve the problem was addressed as a necessity, and since then 
the EU has worked closely with OECD, to tackle these concerns.  
 
A proposal for a Directive was put on the table on June 7, 2000, by the European 
Commission;506 the purpose was to amend the rules for applying VAT to certain services 
supplied by electronic means. The Commission proposed to amend the EU VAT system 
for electronic commerce operators by specifically amending sections 9, 12, 24, 28g and 
28h of the Sixth Directive. “The Commission’s intention is that the Proposal should give 
electronic commerce operators a clear framework in which to charge, collect and remit 
VAT on electronic deliveries”507This proposal508 was an initial effort to provide a realistic 
solution to the challenges examined in 1997509. It also contradicted the numerous 
statements by the Commission up to that date, most of them stating that radical 
changes would not be needed for the EU VAT system, as well as the statement that 
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electronic commerce would be using the same VAT framework.510 The June 7th Proposal 
failed to get enough support amongst the Member States. This in turn forced the 
Commission to favour the February 2002 proposal, even though many of the rules had 
actually already been implemented by the 2000 Proposal. 511  
 
2.3.1 Directive 2002/38/EC  
 
Unlike the previous Proposal, in 2002 the Council concurred on the new regulatory 
framework for VAT on electronic commerce.512 The European Commissioner for 
Taxation in 2002, Frits Bolkenstein, argued that legislation will manage to satisfy 
everyone involved in the market and affected by the changes. He said “I welcome the 
decisions of the council to adopt these rules on applying VAT to digital products. They 
will remove the serious competitive handicap which EU firms currently face in 
comparison with non-EU suppliers of digital services, both when exporting to world 
markets and when selling to European consumers”513. On the 12th of February 2002 the 
Council agreed to new rules regulating the VAT on electronic commerce. At the same 
time, another significant Regulation was adopted, Council Regulation (EC) 792/2002, 
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temporarily amending Regulation 218/92 relating to administrative co-operation in the 
field of indirect taxation to introduce new measures essential for the registration of 
non-EU online traders for VAT purposes and for distributing the VAT receipts to the 
member states.514  
 
The Council Directive 2002/38/EC515 on the VAT arrangements applicable to radio and 
television broadcasting services and certain electronically supplied services took effect 
on 1st July 2003. The Directive was extended to the 31st December 2008, in order not to 
revert back to the previous regulations and allow time for more careful examination of 
the area. Does the current legislation qualify for a permanent status? The purpose of 
the new legislation was to ensure that electronic commerce would not be halted by 
more regulation and conventional commerce would not be brought to a standstill from 
inadequate regulation, neutrality was to be ensured. Under the new Directive, the VAT 
is not charged at the place of supply, but at the place of consumption. This change 
eliminated the major difference between EU and non-EU vendors, in favour of the EU 
ones. Consequently that created a lot of criticism and raised the issues by the different 
perspectives, main one being from the US. 
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The Directive can be divided into three sets of provisions. First one is the redefinition of 
the place of supply rules for electronic deliveries. Second one is the revision of 
administrative provisions which are essential to implement the redefined rules. Also, a 
set of conditions is included to assist compliance of operators providing e-services, not 
established or identified within EU, with their tax obligations. In addition, the Directive 
contains a set of regulations to help discharge VAT obligation by electronic means.516 
Under the 2002 Directive, electronically delivered services are taxable at the customer’s 
location. Non-EU vendors will have to charge VAT on sales to private consumers, 
similarly to what eh EU vendors do. There is a requirement for non-EU traders to 
register with tax authorities in any EU Member State, and levy VAT at the rate relevant 
to the customer’s residence country.517 The country of registration (non-EU suppliers 
had to be registered by July 2003) reallocates the VAT revenue to the country of the 
customer.518 
 
It is worth noting here that EU considers all products that are electronically delivered as 
services. Annex L gives a few examples of these services: Web site supply, web hosting, 
distance maintenance of programs and equipment; Supply of software and updating 
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 The new rules are not applicable for sales by non-E.U. companies to European business buyers. For these 
transactions VAT is already imposed on purchases. Therefore these rules remain unchanged and the reverse 
charge mechanism will guarantee the collection of VAT.    
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thereof; Supply of music, films and games, including games of chance and gambling 
games, and of political, cultural, artistic, sporting, scientific and entertainment 
broadcasts and events; Supply of distant teaching; Radio or television broadcasting 
services solely broadcast over the Internet or a similar electronic network. Still no tax 
will be collected on free downloads or free access to the Internet. In the cases where 
the Internet is only used as a communication channel between supplier and customer, 
there would be no change.519 
 
 Article 1 of the Directive states that the Directive 77/388/EC is temporarily amended as 
follows: In Art. 9 (2) (e) the following indents shall be added:   
-    “radio and television broadcasting services,   
Electronically supplied services, inter alias, those described in Annex L.”   
 
In Art.1 reads the new rule of supply by adding to Art.9 (2) point (f).520 It is evident that 
EU aims to address the taxable persons, who are the non-EU suppliers of services to 
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non-taxable persons within EU; in that case the place of supply is to be the established 
place of the non-taxable. By this new regulation related to the supply, the aim is to 
remove the disadvantage of EU-traders compared to non-EU ones, when services were 
sold to EU private customers. By altering the rules of supply, EU became a pioneer tax 
jurisdiction to develop and employ a framework for consumption taxes on electronic 
commerce, following the Guidelines of the Ottawa Framework521. 
 
As mentioned above alongside the new rule of supply, the Directive implemented a 
special system for services supplied electronically; it is regulated in the new Article 26c 
and shall only apply to all those supplies within the Community.522 Pursuant to Article 
26c non-E.U. suppliers are permitted to register in a single Member State, but they have 
to be able to account for VAT in all of the E.U. Member States in which they supplied a 
final consumer.523 To make the new system easier to implement, non-EU suppliers face 
a simplified online registration and compliance mechanism, which lets them fulfil their 
VAT duties without being physically present.524  
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Looking at Article 26c B 2, it reads as follows: 
 “The non-established taxable person shall state to the Member State of identification 
when his activity as a taxable person commences, ceases or changes to the extent that 
he no longer qualifies for the special scheme. Such a statement shall be made 
electronically.”  
 
The registration means they need to provide substantial documentation/information 
(name, postal and e-address, web sites, national tax number, and a statement that the 
trader has not already been registered for VAT within EU). An email providing a 
dedicated number will be sent to the supplier by the tax authority they chose525, to 
which the supplier must provide, within 20 days following the end of the reporting 
period in reference, a quarterly VAT return (detailing total value of sales and tax 
collected in each Member State)526 and the return will be made in Euros.527 Records 
must be kept for 10 years528 and made available electronically on request to Member 
State of identification and the one of consumption in order for the tax authorities to 
determine the correctness in VAT return.529 Tax will then be remitted to the relevant tax 
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authority by the supplier, and that authority will reallocate the VAT revenues among the 
other MS.  
 
One shortcoming of the Directive is the lack of penalties for non-registering; registration 
is a duty according to the Directive but if non-EU companies do not register they cannot 
be held liable. The 2000 Proposal had a threshold for registration for non-EU sellers if 
the sales exceeded 100.000 Euros; no obligation to comply if EU sales less than that. 530 
In the 2002 Directive there is no threshold, which leaves registration with no exact 
threshold, which could mean all non-EU vendors need to register irrespective of their 
sales profits.  
 
2.3.2 Other relevant developments  
 
In 2002, the Directive 2002/38/EC was not the only important legislative measure 
introduced by the EU. The Regulation (EC) 792/2002,531 which introduces methods to 
register non-EU e-service traders for VAT purposes. The Regulation establishes the 
obligations for the Member States and the approach on the way to distribute collected 
tax. According to the Regulation the Member State of identification is obliged to provide 
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electronically any information relating to registration to all other Member States within 
ten days after the end of the month of registration.532 The reason for this obligation is to 
ensure all Member States can have access to the registration information of the non-
established seller. Similar approach is taken regarding submitted VAT returns; the 
timeframe is for 10 days after the end of the month of filing the VAT return, the 
Member State of identification has to electronically provide all other Member States 
with the tax return.533 The tax authorities of the Member State of identification hold the 
responsibility for reallocating the VAT revenues among the other Member States.534 
 
The above mentioned modified rules and regulations by the European Union mean that 
EU suppliers are not required any more to charge tax when trading outside EU, a 
development to improve the competition scale between EU and non-EU traders. Non-
EU traders have to adhere and operate their business on the same VAT rules as the EU 
companies535. By Council Directive 2006/58/EC, adopted on 27th June 2006, the above 
VAT arrangements were extended up to December 2006.536 On May 2006 the period of 
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the Directive’s application was extended to December 2008.537 Laszlo Covacs, the 
Taxation Commissioner, advised “the EU Council of Ministers to rapidly reach an 
agreement on this extension as I cannot imagine we would revert to the rules prevailing 
before the electronic commerce Directive was introduced”.538 “I also request support 
from the EU Council to adopt as soon as possible the two Proposals on the place of 
taxation of services and on the One Stop VAT Shop scheme539, which will in essence give 
permanent effect to the measures in the electronic commerce VAT Directive”540  
 
The “one-stop shop” mechanism has been introduced for services provided through 
electronic means and it is a significant new step in the development and functionality of 
the VAT. The Council, for the first time, has accepted the principle that the Member 
State where a transaction is taxed does not have to be necessarily the Member State in 
which the VAT obligations relating to the transaction have to be fulfilled541. Because the 
Council is attempting to make the procedure simpler, it has been agreed that a non-EU 
established seller, will be identified, arrange his tax returns and VAT payment (on all the 
electronic supplied services that seller provides to non-taxable persons in the EU) in one 
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single place, the “one-stop shop”. If that can happen for the non-EU sellers, it should be 
done for the EU-sellers too; puts them both on the same level regarding compliance 
effort and requirements. Therefore, if the “one-stop shop” can be developed fully and 
directed to both categories of sellers, EU and non-EU, it could simplify obligations for 
both, and thus improving the compliance levels542. 
 
The findings of the Commission were that the VAT Directive has been efficient and 
achieved the main objectives, thus creating a more balanced playing field taxing 
electronic commerce transactions. The recommendation is for the period of application 
to be more permanent, and to be cautious because in the case these rues did not get 
extended in time, then the VAT scheme would have to revert to the one before the 
2002/38 Directive.543 Subsequently, after the extension, Directive 2008/8/EC reads that 
the rules introduced by the Directive 2002/38/EC are extended from 1st January 2010 as 
a permanent measure544.  
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In addition to the ones mentioned so far, two more relevant Directives were adopted by 
the EU Council of Ministers, on the 12th February 2008; one is on the place of supply of 
services, and the other on VAT refunds. With the two new Directives, more certainty is 
placed on taxing services at the place of consumption, in the country of consumption, 
and new procedures will be established for claiming VAT receipts to achieve quicker 
processing545. Starting from 1st January 2010, B2B supply of services will be taxed at the 
location of the customer, not the seller as was previously, but on the other hand, B2C 
services supply will be taxed where the seller is established. But that will not be the case 
for all transactions; there are exceptions and specific rules will be applicable to them, 
for instance scientific and educational services as well as electronic services and 
telecommunications are going to be taxed at the place of consumption. Also, MS will all 
need to employ an electronic procedure for VAT reimbursement, ensuring speed and 
certainty for businesses.546 László Kovács, Commissioner responsible for Taxation and 
Customs said: "I am content that the change in the rules on the place of supply of 
services will ensure a more even playing field for businesses supplying services 
throughout the Community. This is particularly true of services which can be supplied at 
a distance where, as a result of current rules, businesses have been locating in countries 





 See the press release (IP/08/208) (VAT package: Commission welcomes adoption by the ECOFIN Council of new 
rules on the place of supply of services and a new procedure for VAT refunds - 





with lower VAT rates. As a result, Member States have seen their revenues eroded. I am 
particularly proud of the new procedure to allow businesses to electronically claim VAT 
refunds from other Member States in which they are not registered but have paid VAT. 
This change from a paper-based to an electronic system means that refunds for 
businesses will be faster and easier.”547 This statement illustrates the perspective that 
with these regulations in place, electronic commerce will be further enabled. However, 
it still requires a burdensome and potentially expensive effort, and implementation of 
infrastructure by the Member States to comply with the requirements of the electronic 
system. 
 
3. Is EU being efficient?  
 
Many of these developments introduced by EU have been under a lot of criticism from 
academics and businesses, especially from the United States, regarding them as not 
fair548. EU has taken the most sensible approach at this time to prefer that VAT to be 
charged where the item/service is consumed rather than where its supplier may be 
located. There is no discriminatory treatment towards non-EU traders, and the Directive 




 The 2003 Regulations have been attacked by people claiming that they will produce unfair results between EU 
and non-EU traders. See Ivinson J, 2004 “Overstepping the Boundary – How the EU got it wrong on Electronic 
commerce”, Computer and Telecommunications Law Review, 10(1),(1-4) 
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has been approved by WTO549, an indication that commercially it makes sense as well as 
it does not create antagonistic competition between the different jurisdictions. Ideally 
the best approach to be taken for the problem of taxation in the stage of electronic 
commerce to seize, is for VAT systems to be modernised and simplified with careful 
consideration on the OECD guidelines as factors which should increase efficiency.  That 
could be achieved by devising a formula of a universal globalised tax system, which will 
follow the principles of OECD. By following these 5 rules and by all the different 
jurisdictions agreeing to a common solution it could be possible to talk about an 
internationally-agreeable tax system applicable to electronic commerce. In the EU for 
instance the way VAT is treated in relation to electronic commerce transactions still is 
characterised by differentiations, which indicate the different Member States’ socio-
economical perspectives as well as the different significance laid upon it by them550. This 
is both beneficial, allowing the different Member States certain degree of independence 
but can also create a distortion of competition between them and allow advantages on 
the playing field for some over the others.  And because of the nature of electronic 
commerce, its taxing has to be an agreed plan not from a single jurisdiction but a group 
of them; it doesn’t have any boundaries, so why should it regulation only be made 
taking state’s borders into account?  
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3.1 EU Directive: a good thing? 
 
It is evident that the EU is trying to tackle any issues that can potentially appear, and at 
the same time tries to do that without halting development of the Market forces and 
more specifically electronic commerce. There has been considerable amount of criticism 
because of some of the more recent legislative attempts (the EU VAT and Electronic 
commerce Directive). Academics and experts from business sector regard them as unfair 
or inapplicable on the electronic commerce stage specifically. Most of criticism is 
originating from the United States, where they are not regarded as “being fair”551. The 
decision of EU to change the tax system so that VAT is to be charged where the 
service/good is consumed, rather than the supplier’s location, seems to be sensible and 
more viable as an option. A lot of arguments have been based on the “discriminatory 
treatment towards non-EU sellers”. However, that does not seem to be the case552 
because EU is working towards providing more options to simplify the compliance 
requirements for sellers553. EU is not simply producing one or two Directives a year but a 
significant number of publications in regard to all types of taxation, from income 
taxation to custom duties and tax administration procedures, as well as significant 
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amount of publications in the form of reports and consultations, for instance yearly 
reports on tax activities, concerns and developments produced by the European 
Commission. 554 
 
As mentioned before the most criticism for EU‘s regulatory attempts on taxation and 
electronic commerce comes from the US, which is not surprising considering the 
difference in tax systems and administration as well as the profitable commercial ties 
between the two jurisdictions. Even a glimpse at these two major economic players’ 
taxation approaches, is enough to identify significant differences; one example is the 
VAT and Sales Tax distinction. But not all the criticism is totally unjustified. EU taxation 
of digital transactions raises several policy questions for the United States. These include 
the method of taxation of digital commerce, unequal taxation grounds of EU versus non-
EU firms, higher tax compliance costs for non-EU vendors and the possibility of a 
complaint to the World Trade Organization (WTO). Another relevant consideration is the 
Commerce Clause as found in the US Constitution555. As mentioned previously the 
Commerce Clause allows or rather ensures the oversight by the Congress, if not a more 
intervening role, over commercial transaction between the US States as well as 
commerce between them and out of US jurisdictions. Commerce Clause does not allow 
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a State to impose taxation to anyone without substantial establishment, or “nexus” as 
actual physical presence in a jurisdiction was described in the Quill case, within the 
specific jurisdiction. This in itself can pose a significant potential problem as the 
attempts by EU can be conceived as trying to step over the commerce clause and create 
a significant advantage for EU vendors as well as disadvantage US sellers.  The issue of 
requiring a foreign firm to collect tax on sales at multiple rates depending on the 
customer’s country of residence is one that US vendors do not find a preferable 
solution.556 
 
First, sellers from outside EU, US and non-EU e-sellers could face administrative 
burdens, which may result in significant financial cost. The non-EU sellers will have to 
register with a jurisdiction of one of the Member States, which could end up rather 
expensive initially, as well as harmful to their business if they choose a jurisdiction with 
higher tax rates The issue of different VAT rates with every country having a different 
rate, is making it harder for accounting for a non-EU seller; and it also creates the 
matter of rate discrimination and the so called “tax havens”, for instance Luxembourg. 
Each vendor from outside the EU will have to ensure he is aware and has accounting 
systems in place to tackle the different rates from all the potential EU consumers from 
different countries. There is also the potential of International Trade conflicts, as 
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Gartner analyst French Caldwell told the Electronic commerce Times557. It could 
potentially damage commercial relations between long standing partners in a specific 
area of commerce. Another issue is the non-attendance to the “neutrality” principle; 
services are standard-rated, while the equivalent goods can enjoy reduction of the 
applicable rate. Finally, there is a prerequisite for the EU to be able to enforce efficiently 
the new VAT rules; that is online identification of customers, and because currently it is 
difficult, that can incur further costs for sellers. 
 
The first issue is that of administrative burden on non-EU sellers imposed by the 
Directive. There is a concern that the accounting requirement will be difficult to handle, 
especially for the small-sized businesses. One reason is the disparity between the VAT 
rates amongst the EU MS; it ranges from 15% in Luxembourg to 25% in Denmark and 
the same in Sweden. In order to avoid distortion of competition and the development of 
the Internal Market, from the beginning the EC proposed that all Member states have 
only two rates of VAT558; that was also a means for making the initial steps for 
harmonization of VAT rates. From the beginning of 1993 all Member States should apply 
a VAT rate not less than 15%559, and also they may apply a reduced rate, not less than 
5% though, to specified categories of services and goods. It is evident that EU has not 
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been dictating exact rates to its Member States, but only produced guidelines, which 
may endanger commerce, i.e. by having different Member States applying distinctly 
different VAT rates. The non-EU seller has to be aware of the location of the consumer 
so as to assign taxes at the proper rates. If a non-EU vendor wants to register in Greece, 
and has customers in Great Britain, Germany and Sweden, then he must know that the 
respective tax rates are 17.5, 16 and 25 per cent. Also, it means the seller will be able to 
successfully locate the buyer’s location and that would probably mean administrative 
workload and technological burden and cost on the sellers. The issue can be more 
problematic since EU sellers can charge a flat tax rate for all purchases made by private 
consumers within EU, while non-EU sellers will have to locate their buyers, and charge 
tax at the appropriate geographically rate. In case the non-E.U. seller registers in a 
Member State which has a rather high VAT rate, this non-E.U. seller might be 
discriminated compared to his European competitor who is registered in a low VAT rate 
country, such as Luxembourg. The real situation is not as such. Actually the rate 
disparity amongst the EU MS, can prove beneficial to the non-EU vendors, because they 
can choose where to register (for the purposes of the Directive), thus having the option 
to choose the lowest rate country, Luxembourg. Most of EU sellers will not have that 
opportunity; it would be very difficult to re-locate and move everything to a lower-tax 
rate jurisdiction, since their country of establishment is determined by their presence 
there (offices, employees, etc.). Hence the non-EU sellers have no requirement for a 
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physical presence, where they register for VAT purposes. Different VAT rates are 
creating competition between MS; an example is the fact that AOL and Amazon.com 
moved their European headquarters to Luxembourg. This competition within the 
European Union does provide healthy competition amongst the Member States; also, 
the VAT rates applicable can be altered so it does not create a rigid obstacle, but rather 
ensures certainty without removing flexibility. 
 
Considering a global perspective on these initiatives, EU’s attempt could be seen as a 
reason to initiate friction between US and EU. The differences presented by both sides 
and the bold regulatory approach by EU can be an indication of potential problems. “It 
also could cause international conflict”. Gartner560, a leading IT research group 
previously predicted, unsuccessfully, that differences between EU and U.S. tax laws will 
become a major source of friction in international trade by 2003. The research firm said, 
"The EU's decision to move forward with its proposals raises the probability."561 It is 
preferably if there was more “common ground” between US and UK, taking both sides 
into consideration and reach the better solution for both. But as mentioned above, the 
EU approach is following the OECD principles562 and also WTO approved the Directive. 
That leads to the argument that EU regulatory attempts seem to be the better way 






 Ottawa Conference Taxation Framework looked into in the previous chapter 
244 
 
forward, and currently (as will be discussed in the following chapter) the US is not being 
proactive in the taxation of electronic commerce. Another issue that can be raised is the 
requirement set by the Directive on the non-EU sellers to maintain a clear record of 
their transactions. The transaction record is for the tax authority of the MS of 
consumption to be able to identify the correctness and validity of the VAT returns, 
basically check whether the vendor is complying with the VAT rules; this is an activity 
that can prove to be time and money consuming.563 A future thought for the 
Commission, which again shows the willingness and forward thinking in respect of tax 
regulation, is the scenario of having the same VAT rate in all MS564. 
 
Another issue that can be raised is the potential failure to adhere to the principle of 
“neutrality”. It is not because of the Directive’s provisions that this problem is created; 
but the Directive does not provide for its solution. All MS have certain goods charged at 
the rate of 0% or a reduced VAT rate565. One example of that is a book; the price of a 
printed copy of a book would have a reduced VAT rate applied to it. However, a book in 
its digital form, an e-book, if downloaded from the server of the publishing company or 
an electronic bookshop, then the normal VAT rate would apply. Newspapers and work 
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of musicians are under the same regime. This “special treatment”, the reduced or 0% 
rate, is applied to the tangible form of goods, but not to the digitized ones. That 
infringes the principle of neutrality irrespective of the medium as described by OECD, 
which basically means that a book, no matter the form, no matter if it’s purchased 
online or in a bookshop, should have similar treatment by tax authorities. Because the 
fact that the different forms of a book get different treatment from tax authorities, may 
hinder the development of different types of markets, a traditional bookshop may be 
able to get better prices than an online e-book bookshop, meaning the customers will 
prefer the traditional bookshop if they are looking for the less expensive version of the 
item they are interested in. Also, it does impose another obligation on sellers; they need 
to know, other than the normal rates of goods and services in a specific jurisdiction, the 
reduced rates and which goods are at 0% VAT rate in each of the Member States.  
 
A vital component for the EU is to ensure the enforcement of the new rules is to 
successfully identify the consumers. Online identification of consumers is the key to the 
enforcement of the current legislation, but even with the use of technology a seller may 
not be able to accurately locate the consumer and verify their VAT status (if they are 
registered). If the tax authorities manage to acquire the technology necessary for online 
identification of consumers, then the enforceability of the Directive can be more 
efficient and the compliance rate higher. But if the situation is at the opposite end, then 
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it is difficult for the authorities to monitor the adherence to the rules. The Directive 
does not provide any guidelines or indication on the monitoring and enforcement of its 
provisions on EU and non-EU sellers, which, in correlation with the nature of online 
environment, is problematic. Solutions that may prove functional can be the seller to 
ask the buyer to fill in basic details about him, including, if not an address, country of 
residence and maybe email, which sometimes can be indication but not always. The 
Directive is also been noted to be a pioneering one, in terms of economic and taxation 
policy making. EU by this Directive managed to enforce regulations not only within its 
jurisdictional and geographical boundaries, but also established a system of VAT rules 
outside Europe566.  
 
The main reason for the new taxation rules to be proposed and implemented was the 
elimination of the clear advantage the non-EU vendors had prior to the Council Directive 
2002/38/EC. Under the new rules, EU suppliers are no longer obliged to levy VAT when 
selling on markets outside the EU. Previously under tax rules, EU suppliers had to charge 
VAT when supplying digital products even in countries outside the EU. As was illustrated 
above, from the initial attempts of EC to regulate tax, to the current Directive related to 
tax and electronic commerce, there is a clear indication of EU’s considerate and 
revolutionary, at times, law-making process. Developments to date have shown that the 
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new VAT strategy has introduced a “fresh” debate in discussions on VAT harmonisation 
between the Member States. This consultation process should give rise to much needed 
improvements in Community legislation, even if harmonisation does not materialise, so 
that the oldest VAT system in the world can meet the demands of the 21st century.567 
 
3.2 What next? Opportunities or retaliation? The Regulation (EU) No 
1042/2013 
 
The legislation so far, with the amendments and the regulations and proposals, all point 
towards a right direction in attempting to consider all the interested parties, through 
series of consultations and communications about any proposed change, or legislative 
effort. However there are flaws that need to be considered and the appropriate bodies 
to ensure the flaws are eliminated. A couple flaws need careful consideration in regard 
the Directive on VAT and electronic commerce; namely the burden of compliance for 
non-EU sellers and the technological support to efficiently identify online consumers. 
Another issue is the need for a distinction between small businesses and large ones; a 
small business will need a lot more professional advice and will have a higher cost for 
complying with the EU rules on electronic commerce taxation. Therefore this may be a 
hindering factor for smaller businesses to consider EU as a market for their services.  
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The criticism from US mainly indicates that the EU Directive 38/2002, despite the 
obvious support from within EU, is not equally appreciated outside this jurisdiction. 
While EU has a large number of internet users568 it could find itself faced with hostility 
from other big jurisdictions, mainly the US, where the enactment of the EU Directive 
38/2002 has been seen as an opportunistic action to materialise on the sheer number of 
users, while being discriminatory to non-EU companies.569 The potential outcome of the 
allegedly discriminatory provisions of the Directive570 could be retaliation from EU’s 
competition on the electronic commerce field, facing the likelihood of other jurisdictions 
enforcing similar laws creating a disadvantage on sellers operating out of EU.571  
From 1 January 2015, EU has put in play a new regulation for supplies of 
telecommunications, broadcasting and electronically supplied services made by EU 
suppliers to private consumers and non-business customers in order for the transactions 
to be taxable in the Member State of the customer, where consumption does take 
place, thus updating Council Directive 2008/8/EC. 
The updated Article 58 reads “The place of supply of electronically supplied services, in 
particular those referred to in Annex II, when supplied to non-taxable persons who are 
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established in a Member State, or who have their permanent address or usually reside in 
a Member State, by a taxable person who has established his business outside the 
Community or has a fixed establishment there from which the service is supplied, or who, 
in the absence of such a place of business or fixed establishment, has his permanent 
address or usually resides outside the Community, shall be the place where the non-
taxable  person  is  established,  or  where  he  has  his permanent address or usually 
resides”572 
 
The EU Implementing Regulation (Council IR 1042/2013)573 was implemented by the EU 
as the next logical step considering electronic commerce taxation and specifically 
telecommunications and electronically supplied services. The situation prior to this 
change was that EU-based vendors who were involved in B2C supplies of electronic 
services to customers in the EU were to account VAT on all B2C sales in their jurisdiction 
regardless of which EU Member State the customer is resident or established in. 
Vendors located outside of the EU the supply of electronic services to consumers and 
non-taxable will operate under the principle of electronic services and goods purchased 
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are consumed within the EU therefore VAT of the Member State of the consumer will be 
applied.  
Another important aspect relating to new Implementing Regulation is in relation to the 
One-Stop Shop scheme, also known as the VAT on e-services (VoES) scheme, which is to 
assist the suppliers with a framework or mechanism to account for any VAT due across 
any of the Member States. Council Implementing Regulation (EU) No 967/2012 – 
obligations under the one-time registration scheme574. The One Stop Shop scheme was 
already present and the vendor had to be established in one of the Member States in 
order for VAT to be applied at the rate of that specific jurisdiction. Under the new 
regulations the vendor needs to be certain of the changes and applicable principles, 
something which has been assisted heavily by the EU setting up preparatory workshops 
and providing plethora of relevant information to ensure a problem free transition575. 
The vendor can register in each of the Member State where they have customer basis 
and use a web portal in the Member State if identification to account for VAT on each of 
the supply of electronic services to a consumer in another Member State. The vendor 
has to get accustomed to the specific tax rates; a rather complicated prospect 
considering that each Member State would have at least a standard and reduced rate of 
tax as well as considering the expanding EU membership. By registering under the 
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scheme known as Mini One Stop Shop (MOSS) it will allow the provision, as with the 
previously existing scheme (VoeS), that by registering in one Member State of 
identification, that country collects and distributes VAT for all other countries where 
consumers may reside and the value of all B2C supplies made in all EU Member States 




The VAT and Electronic commerce Directive has been criticised heavily. But it proves 
successful and efficient towards what it was put in place for; balance the market power 
of EU and non-EU sellers. Enforcement will be difficult, even though more solutions are 
appearing; a new one could be the use of geo-location software. Online retail sales in 
Europe were set to jump 20% during 2010 and be worth €172bn ($241bn). Electronic 
commerce will account for 5.5% of all retail sales within Europe.577 One more concern is 
that all this law-making is directed towards a very small percentage of the market. B2C 
market was rather small, 90% of online sales are B2B sales578, in 2002 when the 
Directive was initially brought in place, and still is only a very small percentage of online 
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commerce. 579Between 2004 and 2008, the percentage of individuals who had ordered 
goods or services over the internet for private use in the past year in the EU25 rose 
significantly, from 22% to 34%. In 2008, 32% of individuals in the EU27 had ordered 
online580. The European online revenue of B2C goods and services grew by 16.3% 
meaning that within this, the EU28 achieved a B2C e-commerce turnover of € 363.1 
billion and the following year that rose to € 424 billion581. In 2014 a very noteworthy 
15% of all European Citizens (within Members States of EU28) bought either a tangible 
good or a service from a vendor located within one of EU28 Member States, an increase 
of 25% compared to the previous year582. There were certain concerns that different tax 
rates in EU Member States, administrative costs and the perhaps “cavalier” and daring 
approach of the EU in legislating the 2002/38/EC Directive, may have adverse effects for 
EU and EU based customers583, by a potential prohibition of EU customers to purchase 
from US sellers. However, the statistics available do not indicate such adverse 
consequence, even considering the ongoing financial crisis; on the contrary the evidence 
shows the continuous growth of ecommerce as a manner to purchase goods and 
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services and the projection for B2C e-commerce turnover is to keep rising to €477 billion 
by the end of 2015 and €540 billion by the end of 2016584 
 
The more recent changes introduced by EU indicate an active attempt into regulating 
this area. It could be argued that it appears somewhat that EU is administering some 
aggressive regulatory formula in an area where there is a lot more than a single 
jurisdiction to consider; the Member States within EU do share similarities in their 
relevant frameworks but this is something implicating sellers not just from within the 
EU28 but also from overseas, mainly the US. The new Regulations create a better 
defined tax system especially for services supplied electronically and the officials are of 
the opinion it is for a more efficient and easy system585 and there was significant effort 
to prepare and inform relevant vendors and consumers586. EU’s updated regulation puts 
Europe ahead of other actors in the area because on the one hand it is meant to make 
things simpler for the involved parties, something not common for taxation, and on the 
other hand it is a framework which will impact on the supply of electronic services to 
other jurisdictions too. 
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Due to its growth and projection of further development the European market is too 
important to be left alone by the US, or generally non-EU based sellers and companies, 
who would not exclude European customers  as that would be a move making no 
commercial sense. EU has taken some steps which seem rather promising, but it will 
require consensus from a lot of important actors in this area for such a significant 
challenge to be met and resolved efficiently and in a way that makes financial sense for 
all involved. That is why the next chapter will look into the different approaches applied, 
continuing from where this chapter left, and mainly focus on the main “opponent” of 
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As discussed in the earlier chapters the close economic integration within the European 
Member States should provide a certain degree of preparation to consider and confront 
numerous problems and challenges relating to taxation from a unified perspective. The 
Single Market being a major element of the European Union’s operation aspires to 
creating and promoting growth, productivity and employment across the Member 
States. In the process of creating this economic and social union, characteristics 
identified before with the distinction of jurisdictions have been progressively removed. 
One of these defining characteristics identified with borders and distinction of 
jurisdictional framework is taxation.  
The character of taxation and a tax regime, as mentioned previously and as discussed 
initially by Adam Smith and subsequently by other tax theorists, is associated with its 
application within a specific jurisdiction with well-defined geographical borders. This 
makes it challenging from the very beginning not only when the discussion is relating 
merely to online commercial transactions and the relevant tax implications, but also 
when the debate is on harmonisation of tax regimes. Within the European Union it has 
been possible to achieve a significant degree of coordination however complete 
harmonisation seems to be a difficult task. Tax policy is still created and applied 
depending on the locality and the attributes of the jurisdiction and its people; for the 
different jurisdictions to achieve better results there would need to be cooperation and 
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some compromise on policy matters in order to move towards a unified homogenous 
system of consumption taxation. Factors such as the locality and cultural background 
cannot be overlooked by Governments and Tax Authorities. Not establishing an accurate 
framework can cause imbalances between the participating States, resulting to tax 
competition and inability to efficiently integrate the tax policies into the local tax 
regimes, thus being moved further from harmonisation or even unification.   
Existence of separate and significantly different tax regimes between the Member 
States becomes more problematic within the European Monetary Union.  Electronic 
commerce has created the challenge and the opportunity for tax authorities to be 
prepared to confront numerous problems relating to tax policy and implementation, 
especially when the implications are directed towards more than one jurisdiction. With 
the advent of the internet and its use for commercial purposes, there is the need for a 
common outlook towards an accurate approach for the potential that is presented 





















Previously, there was discussion on issues tax administrators have faced and may face 
currently due to growth of Internet and electronic commerce, as well as the background 
issues and what have been the regulatory attempts to control and improve on the 
consumption tax implementation for the online commercial arena. Considering all the 
aforementioned elements illustrates how the situation has been and currently is, but 
the analysis need to consider what will, or what can, happen in the future as far as 
online taxation is concerned. This chapter will focus on the discussion of prospective 
suggested solutions and ideas put in place by the major actors in the area of electronic 
commerce as well as theoretical suggestions. There will be an analytical approach to 
these opinions in order to assess the merits of each one. As a starting point, VAT and its 
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nature should be considered in a wider context, but not without bringing in and 
comparing Sales Tax to it. In addition, international cooperation in taxation is happening 
but how likely is it to adapt and adjust as a consumption tax on e-commerce 
transactions. There will be some discussion into the international approaches and their 
merits as identified previously in the thesis, in order to set the scene for the following 
chapter.  
 
2. Are the current initiatives going to the same direction? 
 
The EU and the US followed, to an extent, the OECD’s suggestion on governance of 
electronic commerce taxation, especially relating to consumption taxation on online 
commercial transactions. 587 Their policy direction though has not been the same, as 
they assumed different perspectives on the aspect of electronic commerce taxation. The 
US took a "wait & see" approach, especially as the Federal Governing body seemed 
reluctant to regulate the tax specifics of online commercial transactions.588 In contrast, 
the EU took a more practical view on the matter589 and imposed regulation to try and 
tackle issues arising due to technological developments and the growth of electronic 
commerce. In the US the lack of regulation from the Federal Government resulted in a 
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divergence of opinions; some States adopted the view of imposing taxation on online 
commercial transactions, where others adopted a more hesitant approach on imposing 
consumption taxation on electronic commerce.590 The Member States of EU shared a 
common view that online commercial transactions should be taxed.591 The different 
approaches taken in these two aforementioned jurisdictions perhaps indicate a different 
philosophy in governance and economic development, as well as political outlook.  The 
growth and impact of electronic commerce brought forward an opportunity for such 
different policy and tax regimes to find common ground and work together more 
efficiently, ultimately producing a policy framework applicable to both and adaptable to 
further participating jurisdictions. 
 
From the initial plans for VAT the scope of it was aimed at getting rid of certain frontiers 
between countries within the European Economic Community.592 The problem, 
according to Professor Easson, was not predominantly the external frontiers, but 
attempting harmonisation within the common market.593 Within the EEC, subsequently 
European Union, the aim was to attempt removing the borders between Member States 
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for tax and commercial purposes594, however significant these borders were at the time 
for purposes of identifying imports at the point of entrance in the destination country. 
Harmonisation within the EEC and later on within the EU was not a simplistic procedure 
and difficulties were recognised in achieving that goal successfully and producing a 
positive framework for all Members States involved in the process.595  
 
2.1 VAT and Retail Sales Tax; or VAT vs. Retail Sales TAX? 
 
VAT and Sales Tax have already been introduced and their characteristics have been 
examined, especially for their relation to electronic commerce. Is there such a gap 
separating the two different schemes of consumption taxes? Both have been adopted 
by different jurisdictions but VAT is increasingly the prevalent type of consumption tax, 
representing a major source of revenue for governments around the world. The 
contribution of VAT to overall government revenue is increasing rapidly, especially 
considering the current financial crisis and the pressure on Governments’ to increase 
revenue, which in most jurisdictions does take place by raising taxes596. This has not 
been only done for the two big actors in the area, the EU and the US, but also for other 
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jurisdictions with Japan being one for which IMF suggested the increase of VAT rates597 
and the suggestion being that increased taxation will help reduce national budget 
deficits.598 VAT is the type of consumption tax predominantly used in many jurisdictions 
around the world, so it allows for the potential to attempt a cooperation of these 
systems. Even new jurisdictions are considering and making the necessary adjustments 
to their systems to introduce consumption taxation as a more efficient method of 
collecting revenue, an indication of its characteristic of efficiency and reward it presents 
to the State599.  
 
2.2 Theoretical Responses  
 
As discussed earlier, the US the tax system does not impose consumption taxes on a 
federal level so that they would be applicable to all the States; instead sales taxes are 
established and administered by each State or specific locality. The implication of such a 
regime, with 5 States not imposing Sales tax and the other 45 imposing a variety of 
taxes, is that it significantly increases the complexity of administration and can affect 
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the effectiveness and revenue collection by the State600. Even though within the EU 
there are differences to the tax rates and the Member States’ effectiveness in 
administration of tax regulations, in the US sales and use taxes suffer from distinct lack 
of uniformity in respect to matters of what should be taxed, tax rates and calculating 
the tax bases601. Trying to evaluate the challenging are of e-commerce consumption 
taxation becomes more complicated when considering the US tax regime and its 
characteristics; the complexity of the system and the importance of consumption 
taxation means that this debate is not a new one or a concluded one.602  
 
Examining the discussion from a more theoretical perspective there have been some 
different proposals in the tax literature to cope with these challenges. One example is 
Professor Reuven Avi-Yonah’s proposal to impose a withholding tax on transactions 
taking place online. The proposal indicates that any income coming from an e-
commerce transaction should have tax levied where the consumers of e-commerce 
reside603. This proposal does not derive significantly from the current EU position, but it 
is seen as an important one considering that it was put forward in 1997 making that 
more than a decade before the EU regulation moved to the same direction. Another 
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suggestion was made by Professor Doerenberg whose main focus was on the tax base. 
According to the Professor Richard Doerenberg idea the way to efficiently regulate 
consumption taxation on e-commerce transactions is to identify and efficiently control 
tax base604; erosion of the tax base is seen as the main problem for loss of revenue and 
lack of identification of the causes of such erosion leads to ineffective regulation of the 
area.  
 
To approach the challenges of e-commerce taxation Professor Jinyan Li’s suggests 
something significantly different by putting forward the idea that there is need for 
creating a formula605 specific for taxation on e-commerce taking into consideration the 
specific and diverse characteristics of the internet to fix the problem of tax base erosion. 
The overreaching theme of the above suggestions seem to place the focus on the idea 
that e-commerce is on a new platform, the internet, and that has to be accounted for 
when trying to assess current taxation systems. Adapting the existing rules should be 
seen as one of the ways to tackle the challenge.  
 
It has been discussed earlier about the differences and challenges the Internet has 
brought on to theorists and those responsible for setting the policy and regulation. That 
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however is not a discussion which has been finalised; there are different variables and 
there is the danger that the continuous growth of the Internet may force the regulators 
to decide without the amount of study and consideration that should be applied on such 
a matter. 
 
Another perspective that needs to be observed here is that of Mclure, who in 1999 
suggested that the growth of electronic commerce and its implications to taxation 
helped to identify and start a re-evaluation of the existing system including the 
complexities and the problematic fiscal relationships between States and in a Federal, 
Union of States’ sense.   The main element of McLure’s idea is the positive aspect of his 
perspective; the Internet did not bring problematic situations and incomprehensible 
concepts for the current rules. On the contrary, his viewpoint is that it brought about a 
new opportunity to build on and revaluate, if necessary, in order to realise something 
that would be more fitting and more up to date as an efficient tax system for e-
commerce. McLure’s enthusiasm about identifying and evaluating accordingly is 
refreshing, especially when a lot of the literature on tax and e-commerce was 
characterised by a rather pessimistic outlook concentrating on the problems rather than 
the opportunities it could bring.606 
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2.3 Regulatory Responses  
 
Cross-state e-commerce appears to challenge a state’s consumption tax system as the 
principles pre-existing may not be applicable to the new “tax environment”607. There 
was reference of the approaches so far from EU and the US, as was some evidence on 
the growth of e-commerce transactions to indicate the significance of such regulations. 
In the EU for instance there has been a lot of regulation, which on one hand indicates 
EU’s method of assessing and filtering a new set of circumstances before adjusting and 
revaluating. The current status of the EU regulation on consumption taxation for e-
commerce transactions indicate that experimental approach by EU; it started very 
differently and now with the current Regulation, as seen earlier, from the 1st January 
2015 VAT is levied at the country of consumption.  
 
On the other hand, in the US there have been steps taken to meet the challenges. An 
example is the enactment of Internet Tax Freedom Active, an act providing that there 
will be a moratorium on internet taxes and not allowing for any levy to be imposed on 
internet access. Another one is the Streamlined Sales and Use Tax, which is a great 
attempt to get together and harmonise the different States’ tax                                                                                                                                                                                                                                                                        
principles, as well as the Marketplace Fairness Act, being the more recent attempt. 
                                                 
607




These regulatory methods were primarily introduced to overcome dated principles and 
also to create an efficient and clear of unnecessary 
 
2.4 Does VAT mean better cooperation and efficiency? 
 
Looking at the degree of separation of the two major jurisdictions for the purposes of 
electronic commerce and the development of relevant taxation policies, one can 
identify the main aspects of the actual tax itself; VAT in EU and Retail Sales and Use tax 
in the US. Between these types of consumption taxes one difference can be seen as 
primary; the way they are levied. VAT is levied on the consumption process, which could 
mean it is levied both on the producer as well as on the consumer, impacting on the 
price to be paid. Sales Tax, on the other hand, is levied at the very end and just once in 
the whole transaction; at the time the consumer purchases the product or service. Due 
to the fact VAT is applied at each stage of the production and sale of goods and services, 
it does involve a number of mechanisms. In order to avoid that multi-level connection 
resulting into a complicated and incomprehensible regime with lots of bureaucratic 
procedures, VAT regulations must have a greater degree of transparency and simplicity. 
The transparency comes by the VAT being present at various stages from the production 
to the delivery to the consumer; it provides for an opportunity to check each stage, and 
ensure the relevant added value has been calculated in the projected price.  
Overall, employing VAT for taxing e-commerce transactions should create a favourable 
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situation for the country collecting revenue; even though there has been criticism 
especially on the VAT’s effectiveness in less frugal circumstances.608  
 
2.4 Is VAT the better option? 
 
Arguably the use of VAT can usually result in less tax evasion as well as bring further 
engaging of the taxpayer into compliance, since it will be clear what is levied and where, 
in a unified and clear system; unless of course the VAT rates are considered 
unreasonably high by the tax payer609. However sales tax can be more susceptible to tax 
evasion due to its one-stage levy. As Lisa Lim, an American tax accountant argues610, 
VAT, in contract to sales tax, is more efficient due to its presence at more stages from 
the production to the other end where the consumer receives the product or starts 
using the service. This can be argued but comparing the two approaches Lim’s view does 
appear the more plausible one; VAT needs regulation in various stages of the process, 
while Sales Tax only once. Especially for electronic commerce this role is invaluable as 
the need is evident to ensure transparency and efficiency along the trail of a 
transaction. Consumer trust is a significant factor when considering electronic 
commerce; therefore VAT acting as a safeguarding mechanism throughout the process 
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surely installs further trust to the consumer. Consumer trust can be identified with Vat 
as consumption taxation by simply looking at it through Adam Smith’s canons.  
 
VAT is a tax that the individual consumer knows will be included in the price and 
therefore knows when and how it will be paid. That also means it is convenient as the 
way to pay the VAT on a product or a service will be rather clear. The most important 
aspect perhaps of the Canons to indicate why VAT enables consumer trust is the one in 
regard to equality. Any consumer should know that buying the same product or 
purchasing the same service, there will be, or there should be, an equal levy imposed, 
which makes the consumer more at ease and feel that they are getting the same as the 
person before or after them. VAT as has been discussed earlier, promotes certainty 
which is another element of substantial nature to electronic commerce. Tanzi and Zee611 
discuss some of the merits of VAT over sales tax, especially in developing countries, 
something which could be used as an analogy to the developing nature of the electronic 
commerce arena. Certainty is one of the benefits VAT can establish within a 
jurisdictional taxation framework, because it makes it more feasible for the 
administration of a Federal state to have a better overview of every step from the 
production to the delivery to consumer.  
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For electronic commerce specifically, VAT seems to be the better option. Over the last 
few decades VAT has been adopted by a number of jurisdictions and currently all 
member countries of the Organisation for Cooperation and Development (OECD), with 
the exception of the US, have VAT frameworks in place612. As consumption tax VAT 
appears to be a better option to Sales Tax merely due to the jurisdictions it is in use; 
most OECD member states, but the US, use a form of VAT and that should be a 
testament to its advantages for collecting revenue and being well-designed.613 One on 
hand, this identifies that VAT and Sales Tax jurisdictions can cooperate to a degree, 
either under the wide umbrella of the OECD, or through other financial, legal 
instruments.  
 
There has been an attempt to identify the reasons why VAT may be a more efficient tax 
when it comes to consumption taxation but that is not an indication that the two 
different types of consumption taxes, namely VAT in the EU and Sales Tax in the US, 
cannot achieve successful cooperation. Another indication that the different 
jurisdictions can work together in a business or commercial setting is certain 
International Treaties; that can be seen as a common groundwork on which the taxation 
can be applied on a subsequent basis. A good example for that is the International 
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Convention on Contracts for the International Sale of Goods (CISG), or Vienna 
Convention614. The CISG provides an indication of cooperation on a commercial 
perspective between members with different economic as well as cultural and social 
frameworks. It is not the only relevant convention by the United Nations Commission on 
International Trade Law, as the 1996 UNCITRAL Model Law on Electronic Commerce615 is 
also another attempt at soft-law regulation, and has been well received by many of the 
participating members. In the US there is a clear trend to avoid significant regulation on 
electronic commerce, one indication being the Internet Tax Freedom Act. The 
technological development that took place over the couple decades would have made 
the task of policy makers and legislators’ significantly more challenging, because they 
would need to put forward legal frameworks and principles that could withstand 
changing circumstances. Especially when the proposed policies and legislation was in 
relation to technological circumstances there is always the danger that they can be 
considered dated and impractical very quickly; the CISG for instance has indicated that it 
has been built with flexibility in mind, avoiding compromises of its core principles when 
faced with the ever-changing nature of electronic commerce on a global perspective.616        
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This chapter was considering some responses to the challenging nature of Internet and 
trying to find a fitting type of consumption tax. There was some discussion on the merits 
of VAT and its efficiency; that to an extent is justified by the way VAT as a consumption 
tax operates by being present in more than one points throughout the process. VAT is 
usually compared to Sales Tax in the US as they are the two main actors in e-commerce, 
and there has been the ongoing debate as to why the US has not joined the rest of the 
OECD Member States in having VAT as a consumption tax and not Sales Tax.  
 
That would not be a very strong argument if VAT was only in its first few years of 
operation. VAT has been tried and tested in many jurisdictions617 and it has been a good 
source of revenue for the tax administrations in the jurisdictions used.  From an e-
commerce viewpoint, VAT is a good scheme to work as it is seen as an efficient form of 
taxation as well as one which can promote and develop consumer trust. Overall this 
chapter was used in order to set the scene for the last one; it was put first to illustrate 
some elements of the discussion before examining them more in depth in the following 
chapter. 
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The idea of cooperation amongst jurisdictions for efficient online regulation is not 
something new. Even though while some opinions of the experts appear divided, there 
are many experts, such as Genschel, who are supporting not only the significance and 
long existent history, but also the necessity for cooperation in this area.618 Cross-border 
consumption taxation is a challenging area and development has been on-going, but it is 
an area, which should be considered alongside similar aspects of international economic 
development and regulation, as well as relevant technological advancements. This is 
likely to signify its importance for an overreaching international governance of 
commerce, and more specifically e-commerce, for the purpose of this thesis. Currently 
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there are a large number of bilateral treaties between states globally; there are 
numerous double taxation treaties worldwide619 attempting to bridge the gap between 
different jurisdictions and their different consumption tax regimes. However, bilateral 
treaties on their own cannot serve fully their intended purpose; they are not panacea.  
 
John Douglas Wilson argues that inefficient taxation regimes amongst different 
jurisdictions can lead to excessive tax imposed.620 The argument he puts forward is that 
even bilateral treaties can distort a healthy tax competition, which should allow for a 
good revenue stream and a treaty with clearly defined and effective set of rules.  
Multilateral agreements between many states, for instance between all OECD members, 
could be more effective and successful.621 That could perhaps occur due to stricter 
adherence to the OECD guidelines on consumption taxation; that could mean there will 
be a great degree of consistency on the consumption tax principles. Globalisation and 
the advent of Internet dictate the cooperation between more than two actors, more 
than two jurisdictions in such an important issue. Electronic commerce and its global 
increased the need for a more coordinated effort for a framework to facilitate the 
cooperation initially and subsequently its development further into harmonising.622 This 
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HM Revenue & Customs, (2012)  “Double taxation agreements 2011”, 
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chapter will examine whether it is achievable to bring together the common aspects of 
the different jurisdictions in regard to electronic commerce taxation, either in a 
harmonising aspect or merely on a solidified basis of consistent cooperation.  
Previous chapters have considered the approaches by the major actors in the field, 
European Union and the United States, and this chapter will try to look into the different 
policy responses as well as identify common ground, which can help establish an 
international recognition of tax policies and standards. 
 
 
2. Should the aim be harmonisation of the tax principles? 
 
Different jurisdictions have always cooperated over many legal, political and commercial 
matters. The last few decades saw a constant furthering of internationalisation of 
commerce and with that cross-border connection, by means of commercial conventions 
and treaties as well as international tax agreements and mechanisms. This can be 
illustrated, for instance, by the fact VAT has been progressively adopted since 1954 by 
more and more jurisdictions and currently most of the OECD countries have adopted 
and implemented it in their tax regime.623 The aforementioned discussion has also 
indicated that EU and US, the two biggest players in electronic commerce, using 
different types of consumption taxation, VAT and RST respectively, appear to be having 
                                                 
623
 Jeffrey Owens, Piet Battiau, Alain Charlet (2011) VAT's next half century: Towards a single-rate system?, OECD 
Observer No 284, Q1 2011,  http://www.oecdobserver.org/news/fullstory.php/aid/3509 
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a harmonious working relationship on aspects of trade and as a result on taxation 
matters too. Currently a significant number of bilateral taxation treaties have been 
established to connect many different countries, and, as Professor Salter points out624 
on a more specific basis, especially within EU, there has been a great effort to 
coordinate taxation on goods and services for all Member States collectively as well as 
for each individual State.625 There are already conventions and other collaborative 
agreements in place allowing for cooperation, economically and financially, or even 
harmonious co-existence of two taxation systems from different countries, therefore 
maybe it is time to consider of the next step forward being that of harmonisation.  
 
The reason for that could be extracted from the reality of cross-border electronic 
commercial transactions taking place, and doing so in a progressively larger scale, which 
is contradictory to the traditional taxation principles of state autonomy and total state 
control insofar its own tax jurisdiction. Therefore the reality of wider reaching cross-
border and electronic commerce create a challenging situation for the conventional tax 
regimes, which largely were focused within the specific limits of one jurisdiction. For 
these reasons, and the ones mentioned in the first chapter detailing the challenges tax 
authorities are facing, there may be a need to research further and examine the 
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possibility of bringing different tax systems and different jurisdictional perspectives 
close enough to create a homogenous and harmonised regime. So is harmonisation the 
key to an efficient international approach to levying consumption taxes on electronic 
commerce transactions? For that to be answered, harmonisation and its characteristics 
and merits will be discussed; but before there is the need to identify what 
harmonisation is not. 
 
3. Harmonisation does not mean Unification 
 
First of all, before discussing the necessity or not for harmonisation, it is important to 
make a distinction to clarify the argument.  Attempting to examine the possibility and 
the practicality of harmonisation is not the same as examining the possibility and 
practicality of complete unification; one is miles apart from the other. These terms can 
be used in a similar fashion however there is a difference in what each term denotes. 
When considering from an international scope bringing two jurisdictions closer for the 
purposes of a bilateral treaty or a convention, then what is mainly sought to be achieved 
is a way to find the common elements between the two. However, one other way it can 
be done, as Zeller points out, when the wanted outcome is complete uniformity of laws 
is by transplant; an existing law from one jurisdiction is set up and implemented in the 
second jurisdiction; transplant of laws is meant to be a quick process to result to a 
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“borrowed but functional” law.626 Harmonisation is not the same as unification of laws; 
when considering harmonisation of consumption taxes relating to electronic commerce; 
it does not mean “let’s make it all the same”! Harmonisation could be considered as an 
initial stage, the opening step forward towards unification. For the harmonisation 
process to be efficient it seems that it requires in-depth study of comparative law, and 
as Boodman argues harmonisation is a creation of comparative law.627 The justification 
of this follows from the understanding of its nature; harmonisation is trying to study and 
assemble similar or common characteristics of two or more jurisdictions, in order to 
bring them to a common outcome. There is the opinion that unification is preferable to 
harmonisation, especially for international trade aspects therefore can be expanded to 
the fiscal element of electronic commerce taxation. The two aforementioned 
academics, Boodman and Zeller are both in favour of unification628, as they see it the 
better solution and the further logical development after harmonisation has been 
established629 as well as agreeing with the argument that after harmonisation is 
achieved what you have with one set of regulation or laws is unification.630 Ultimately 
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Heidemann argues that harmonisation is a term to describe the beginning of the process 
of, or the starting of uniformisation.631 
 
3.1 What is harmonisation? 
 
Electronic commerce has created a wider spectrum of opportunities for cross-border 
commerce and for further enhancing the online commercial experience. Earlier in the 
discussion there was mentioning of the constant development of electronic commerce, 
and what percentage it slowly accumulates of the total commercial activity; this is still 
rather small and gets even less when considering only business to consumer, or 
consumer to consumer online transactions. However, it still represents only about 15% 
of the total revenue in EU.632 Another exciting prospect is that developing economies 
will be taking a more active role and provide a higher percentage of electronic 
commerce sales.633  Therefore, harmonisation for a wider audience of developed and 
developing countries would be beneficial and promote commercial and political links 
further ahead. 
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 Heidemann, (2007) Methodology of Uniform Contract Law, Springer 
632
 Overall, electronic commerce sales present between 14-15% of the total revenue in the EU27, Turnover from 
electronic commerce broken down by web and EDI type sales, 2010, 
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The European Commission’s policy in respect to consumption tax harmonisation, for 
taxes in general but also for VAT related online transactions, was the first step and 
formed the guideline for the European Union’s policy consequently. As mentioned 
earlier, bringing closer the different Member States’ tax regimes was an objective of the 
early Tax Directives  but this objective was not to take priority over the European 
Community’s other major policy initiatives. This chapter focuses on electronic 
commerce and the controversial and challenging aspect of managing to properly fit 
consumption taxation within such transactions. It is something which has global 
relevance, as internet does help making electronic commerce easily accessible almost 
anywhere, rather than say borderless.  The statistics show that this marketplace is still 
growing, it does not yet match traditional forms of commercial activity, and however 
there is the potential that it could continue to increase and even by new means, such as 
a smartphone634. This growth could signify a very important development in 
international governance in the coming decades, the rise of the need of a global 
taxation regime or a globally harmonised taxation regime.  
 
Harmonisation of consumption tax for e-commerce transactions would ultimately mean 
trying to find common ground and set some groundwork. The common ground should 
be considered in regards to tax principles within each jurisdiction, in order to find the 
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thread going through each one of the tax systems. After this step, a scheme can be put 
together in order to establish the need for compliance and also to specify steps for 
effective administration. One aspect relevant to administration would be to engage 
technology and some intermediaries which can be extremely useful with some elements 
during the process. Using technology would make it easier for information to be 
exchanged such as payment and services details. The main premise of the proposed 
harmonisation is that it is made on the basis of tax principles; the different jurisdictions 
should be cooperative with the other ones in order to tackle early on how the system 
works and any potential mishaps. The idea behind it is sharing a common understanding 
for tax principles would automatically make it easier to move forward on aspects such 
as non-compliance, fraud and others. The proposal stems from the idea of EU and its 
developmental approach in such matters as seen earlier in the thesis with the approach 
it has taken in regards to e-commerce taxation from the early stages to the current one. 
The tax principles adopted could be derived from the OECD 1998 Conference or even 
starting from further back, by considering the 4 Canons by Smith.  
                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                      
The reason a harmonised scheme would work is because due need to not allow 
electronic commerce transactions to be excluded from taxation, due to the revenue that 
could be not accounted for, as well as trying to efficiently operate on the realisation that 
taxing electronic commerce need close cooperation between jurisdictions. However 
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when considering harmonisation as a possible solution to a more efficient tax regime for 
consumption taxes on electronic commerce transactions, it does not necessitates that 
all jurisdictions rush in from the beginning. The two major players in this area, and two 
of the biggest economic strongholds, are the EU and the US, and the harmonisation 
process could start with them, complicated though it may be. The US has a variety and a 
plethora of taxes that apply, whereas the EU is a good example of uniformity to an 
extent, but not total harmonisation of consumption taxes.  
 
3.2 Why harmonise? 
 
The European Union is a good example of a multi-jurisdictional market, operating under 
a unified market principle.  Many of the problems related to electronic commerce 
consumption taxation within the EU27 have been addressed, as discussed earlier, either 
by means of Directives (for instance Dir. 2002/38) or by consultations and guidelines for 
the Member States. Based on that argument surely the reasons for tax harmonisation 
within the EU, a unified market consisting of Member States with distinct 
characteristics, culture and history, would be also applicable and providing the basis for 
electronic commerce consumption tax harmonisation in a wider spectrum, such as 
extend the same principles to the US, as well as other jurisdictions, including major 




Harmonisation of consumption taxes has been a concern and priority of the EE even at 
its earlier forms. The EEC Treaty, article 99 reads “The Council shall, acting unanimously 
on a proposal from the Commission and after consulting the European Parliament and 
the Economic and Social Committee adopt provisions for the harmonisation of legislation 
concerning turnover taxes, excise duties and other forms of indirect taxation to the 
extent that such harmonisation is necessary to ensure the establishment and the 
functioning of the internal market within the time-limit laid down in Article 7a.”635 This 
provision was seen as compulsory; was not up to the Member States to decide if it came 
to fruition, but for the Commission to consider how not if such taxes can be 
harmonised636.   
 
When considering the philosophy of the European Union, in its current and its previous 
forms, Mr von Groeben said that “ Harmonisation does not mean that the tax system 
must be made uniform, but only that they must be mutually adapted to the extent that 
this is necessary to make them neutral from the point of view of competition and thus 
bring the tax systems into line with the competition system of the Community”637 This 
appears to be slightly inconsistent with the very basic harmonisation approach of 
attempting to create a homogenous environment. To an extent what McGroeben 
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suggests a formula of harmonisation similar to the current EU one; an overreaching 
umbrella of regulation but some freedom within in for Member States to choose where 
each sets their VAT rates as well as allowing them to keep some jurisdictional authority 
without substantial deviation from the centralised formula for the tax system; the 
competition element is something that must operate within. 
 
This indicates that initially harmonisation was seen as related to competition policy. 
Paris638 agrees with that point too and makes the argument that such cooperation is 
necessary to prevent sellers relocating to establish in tax havens. In the aspect of online 
commercial transactions it can refer to Permanent Establishment matters and whether 
for instance a company outside of EU, offering online purchases of physical goods or 
services will choose to register for VAT purposes in Luxembourg or France. A co-
ordinated tax system stops member states competing to have lower tax rates and thus 
makes the operation of a fair single market easier. For electronic commerce and the 
wider concept of cyberspace, what is there is already an open, no borders and 
jurisdictions, market. Due to that characteristic of the internet, there has to be 
harmonisation, even if it only is to the degree Von Groeben proposed, to create a 
neutral element of cooperation amongst all countries involved. By taking away certain 
obstacles to free trade between jurisdictions, competition is not between the countries 
                                                 
638
 Paris R (2003) “The globalisation of taxation? Electronic commerce and the transformation of the state”, 
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anymore but the pressure is on the companies, making the cost more affordable and 
also ensuring the practices followed are to the benefit of the consumer.639 
 
A rather realistic reason for electronic commerce tax harmonisation is of course the 
financial implications that are attached to it. Harmonisation is likely to bring in revenues 
that otherwise are getting lost because things are uncertain on who is taxing such 
transactions; taking into consideration as well the economic crisis and reduced ways of 
bringing in revenue from other resources Governments need another boost, such as a 
common VAT approach for instance.640 That would set the basis for not allowing further 
erosion of the tax base due to consumers doing their shopping online rather than 
through the more traditional channels. The expectation is that as long as the consumers 
are using the online channels for their shopping then the market should be creating 
revenue to return to the relevant authorities.  
 
This element connected with the aspect mentioned in the above paragraph about the 
competition between the on-line retailers rather than the different States, raises the 
important factor of self-regulation. Tax harmonisation is likely to create and allow for 
                                                 
639
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efficient operation of the “invisible hand” as Adam Smith641 called it. That would mean 
harmonisation of electronic commerce consumption taxes could result in a degree of 
self-regulation of online vendors to the degree that consumer satisfaction would be 
paramount as well as efficient return of taxes to the tax authorities where the customer 
of the online transaction is located. This can mainly be attributed to the competition 
pressure placed on online vendors and suppliers, especially where the tax rates are not 
affecting decisions on permanent establishment and VAT registration, keeping in the top 
of the supply and demand chain only efficient practices, good customer-friendly 
approaches and adequate and accurate tax return.642 
 
Harmonisation does usually carry a notion of lack of jurisdictional autonomy; 
governments can also be apprehensive because adopting a new uniform approach may 
have an unprecedented impact on their economies and result in loss of revenue rather 
than the wanted increase in revenue collected.643 This is also connected to tax 
competition; an issue which, if left unattended and regulated efficiently, could result to 
unemployment and could also threaten the viability of online vendors, especially the 
smaller ones when faced with the big corporations and their online presence, and 
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eventually threaten the efficiency of public services.644 Fall in revenue caused by tax 
competition between two countries can result in the funding of their public sector 
falling. As Flassbeck argues, countries do not get wealthier by direct competition, as it is 
seriously counterproductive645; therefore setting at least the tax rates in a uniform 
manner will remove the potential of tax base erosion by fierce competition between 
economic cooperating states. 
 
Without an integrated and well-designed tax system, online traders operating in several 
member states could have the problem of getting taxed more than one time. Goods and 
services should be allowed to move freely between the EU Member States, it being one 
of the basic foundations of the Union, and if that is not the case growth of businesses 
and online commerce can be discouraged646. The current system of VAT in the EU sets 
certain limits whereas it does not dictate that all Member States have the exact same 
tax rates647; it creates a standardised approach throughout the Member States, but at 
the same time it is allowing variations from State to State. This differential in the way of 
bringing all the tax systems under the same umbrella can be used for setting a common 
VAT for online sales, not just within the EU but also applicable for the US. If the two 
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aforementioned major actors in electronic commerce decide to take a similar approach, 
that should be enough of an incentive for other countries to join in a more closely knit 
globalised forum.648  
 
Overall, there is a need for a simplified tax system; one that could be applied with ease 
to numerous jurisdictions, which perhaps have a harmonised, but not unified, set of VAT 
rates and principles to apply them to. That should also carry well discussed principles of 
tax revenue distribution amongst the relevant countries to the transaction. Basu argues 
that multiple taxation of electronic commerce transactions can result in counteracting 
the convenience and potential price reduction consumers may find when purchasing 
online649. He then proceeds to say something we can use for guidance on taxing 
electronic commerce transactions should be taxes applicable to the traditional similar 
transactions and either keep it the slightly less or make it equal; this also connects to a 
valid argument that harmonisation in this area will also help keep compliance cost down 
for online vendors, simply because they will need to comply with less complicated and 
less in numbers VAT systems targeting electronic commerce tax. However, all the above 
reasons do not always apply and many consider harmonisation for taxes of electronic 
commerce a rather unrealistic target, also pointing out there are potential pitfalls with 
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harmonising and attempting to perhaps establish a VAT system for electronic commerce 
on a global perspective. 
 
3.3 Why not harmonise? 
 
One reason not to harmonise has already been mentioned, when this thesis was 
considering the reasons to harmonise; that reason is the matter of state sovereignty. It 
is understandable and easily evident that states would be concerned about the lack of 
total control within their boundaries, take decisions for their citizens without the need 
to consult another neighbouring or distant State, in the case of electronic commerce.650 
Therefore, any harmonisation or attempt to uniformity would create a significant loss of 
the autonomy of the State, in the traditional sense of sovereignty. Considering the 
technological developments and the social development nowadays, sovereignty can be 
examined and analysed from a different prism, a more modern one, and global 
sovereignty. The argument could be that countries must retain control over their own 
tax systems because the power to levy taxes is central to national sovereignty and 
decision-making. On the other hand, Jayasuriya says “the development of a global 
economy, rather than an international economy, and the associated reorganization of 
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social power, has transformed this essentially territorial model of sovereignty” 651. 
Harmonisation of VAT of electronic commerce will not interfere with this principle in 
this modern perspective; what it does is emphasise is the global economy, which can be 
the playing field for a harmonised VAT for online sales. 
 
Another reason why a proposed harmonised VAT may not appeal to all jurisdictions is 
the tax collection and the relation to public finances. Mclure states that harmonising 
electronic commerce VAT can jeopardise a jurisdiction’s financial autonomy, if the 
revenue is collected and spread out evenly.652 Countries must retain control over their 
own tax systems because the power to levy taxes is central to national sovereignty and 
decision-making.653 Internet and technological developments have assisted to removing 
boundaries and with that the previous notion of defined legal status quo within a 
jurisdiction. One thing that should not go unmentioned is that tax is a way to express 
political consensus and democratic procedural elements654, as the New Zealand example 
indicates.  
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Different states have different economic priorities: some may want low taxes to 
encourage enterprise while others, such as the UK, want higher taxes to pay for welfare 
provisions. The differing uses of taxation also constitute a hurdle to the further 
harmonisation of VAT. To an extent it reflects the citizens’ view on the everyday 
implications of policies and fiscal decisions. New Zealand, a country that only recently 
introduced its own value added tax, the Goods and Services Tax (GST) in 1986, only did 
so after an extensive public consultation, in order for the political decision to reflect the 
public’s decision, since the GST would be something impacting directly on the citizens.655 
If the public opinion was negative, then the political ramifications would be devastating 
for the politicians as well as for relevant governmental policies.  
 
Both the OECD656 and IMF657 have been keen on the introduction of VAT and their 
agencies have been active in promoting the benefits of a compatible VAT scheme, 
something obvious from the publications of both organisations. However, as it has been 
mentioned in relation to state sovereignty, it is not the easiest of tasks to introduce VAT 
to certain jurisdictions and thus achieve in creating a level playing field, in order to 
eventually have a much easier task when attempting a wider harmonisation for VAT of 
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electronic commerce. For instance, Eccleston 658 makes the point that it would be rather 
difficult for an American politician to put VAT on the agenda as such an initiative would 
risk severe opposition and disapproval659. This further proves the reason for taxation, 
and specifically VAT, is directly linked to political will and especially when it comes to 
implementation of said tax, problems of political and economic nature can arise, and 
usually need to be considered before the tax is looked at all. The policy decisions 
relating to taxes, and specifically to consumption taxation or electronic commerce, do 
come with certain political approaches and perspectives too 660, thus allowing for the 
differences in the tax systems and posing potential problems when an issue such as 
harmonisation is brought to discussion.  
 
4. Maybe cooperation a better solution for the near future? 
 
Harmonisation still seems to be far from realisation, but it is not an impossible aim. 
Considering it from more than one perspective, not just legal but also economic and 
political661, and looking into most of the relevant literature, harmonisation of this area is 
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being placed in the distant future, or even a more pessimistic view placing it in the 
unlikely future662! One solution to efficient cooperation, as a starting point at least, 
would be the use of the technology to facilitate and enhance cooperation, as well as 
allow a degree of self-regulation.663 That would permit online vendors to take part and 
offer a pragmatic perspective in shaping that framework664. Another way to facilitate 
and establish cooperation could be by utilising the technology, which made electronic 
commerce possible in the first place. That technological infrastructure with private 
infrastructure alongside could be a good union to collect and administer taxes. Also, this 
union could assist with the legislative or any kind of regulatory framework by detracting 
the main focus of the specifics and the idea that law or technology should operate alone 
and by illustrating in practice that the better formula could be with law and technology 
and the relevant conventions and policies in cooperation; all of these elements merely 
being just one of the important components to jointly form a successfully provision for a 
taxing scheme for VAT of electronic commerce.  
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Understandably, it is not an ideal model and it has its disadvantages and difficulties. But, 
in comparison to the current regime and responses to electronic commerce challenges, 
this proposal will bring substantial progress. These benefits should and would contribute 
in overcoming the expected difficulties of accepting supranational taxation and 
infringement of state sovereignty. But, this revolutionary change in the international tax 
regime is needed in the revolutionary world of cross-border electronic commerce in the 
twenty-first century. Optimistic thinking brought amazing electronic commerce to the 
world and hopefully optimistic thinking will bring a better and more efficient tax regime 
for online commercial transactions. This proposal cannot become reality without 
evident willingness and significant forward thinking as well as patience. It is not 
something that could or would materialise in a very short timeframe, and both the US 
and EU should find a suitable and mutually beneficial middle ground; that middle 





This chapter tried to consider why harmonisation would be beneficial, if adopted for 
bringing together all compatible consumption taxes of electronic commerce. There are 
positive arguments to the case for harmonisation, but at the same time not without 
potential pitfalls. The current system has been criticized as economically distorting, 
298 
 
because it provides a tax incentive to purchase goods over the Internet rather than 
through conventional means. It also has been criticized as inadequate to meet states' 
and localities' revenue needs. On the other hand, it has been argued that if current rules 
were relaxed, it would be too burdensome for electronic merchants to comply with the 
different sales tax regimes of the 50 states and countless localities. Technical issues also 
would arise, such as where delivery would take place when a seller transmits a good 
electronically665. Thus, it is likely that a worldwide consensus will not develop at least 
until the world's nations are secure in their understanding of how the Internet will affect 
their economies. Federal action will be necessary for states and local authorities to 
collect sales and use taxes more vigorously. In the meantime, businesses will continue 
to interpret existing rules to their advantage, and state and local governments will 
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1. Summary of main points 
 
 
The Internet has gone past its infantile stages666 and has constantly been growing. A big 
part of the Internet, electronic commerce, has also been developing significantly for 
individuals as well as businesses and States. This later development has brought exciting 
new ways of doing things, sometimes altering and thoroughly improving the shopping 
experience by providing another new platform for it. The internet managed to push 
boundaries and enable for electronic commerce the development, while enabling for 
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the users the move forward from the traditional manner in which certain transactions 
took place previously. Nowadays purchasing a good or a service online is the norm 
rather than a novel idea, and purchasing something which could originate from a distant 
jurisdiction is not surprising.  
 
This thesis looked into the development of electronic commerce and the implications 
this development brought about; especially focusing at the implications regarding 
consumption taxation. The sale of a product or service, whether it takes place online or 
in the shop, is a commercial transaction and should be taxed accordingly. The main 
argument of the thesis was that electronic commerce should be taxed and should not be 
differentiated from traditional commerce, as that could create significant imbalances 
and injustice for the people, businesses and States involved.  The main premise of the 
thesis also raises jurisdictional matters; are taxation systems adequate to deal with the 
constantly growing number of online shoppers?  
 
The internet has created certain challenges for the tax authorities. A tax is traditionally a 
principle which operates within specific boundaries and the relevant jurisdiction it was 
created and operates in. One of the challenges is the aspect of regulatory interference 
with Internet; should the State be able to tax or not just one State?667 The debate 
                                                 
667
 Lessig, (2002)  Code and Other Laws of Cyberspace, (now Code v2, 2007) , Also revisited the idea in Free 
Culture, 2004)  
303 
 
between Cyber libertarians, Cyber-sceptics and Cyber-realists is still on-going.  Evidently, 
there is no reason to dictate not imposing taxes on a commercial transaction at this 
point in time668; it is a commercial transaction therefore it carries interest from the state 
and thus should be taxed.  But how does the State tax? Is there the need to implement 
completely new and pioneering legislation for the internet? The opinion of the author is 
not necessarily, and it coincides with the opinion of Basu669, meaning the internet is 
merely a new stage on which current regulation can apply, perhaps with some 
adjustments. One aspect of major importance for the viability of electronic commerce 
as a competitor to traditional commerce, is the principle of neutrality, if the product is 
the same, the means by which you acquire it does not mean a different consumer 
experience.670 Other problems tax authorities may face include the anonymity an 
internet consumer may have behind the computer screen, difficulties in determining 
where the parties are actually located, especially if they use very contemporary 
software and hardware. One other aspect that arrived with the arrival of electronic 
commerce is the digitization of goods and services, i.e. downloading antivirus software 
instead of buying the cd in the box.671  
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VAT is the main tax examined in the thesis due to its nature and applicability in even 
small in value transactions. The consumer can be negatively affected, if there is lack of a 
simple and efficient framework around consumption tax, and can also be affected when 
there is a problematic debate as to whether a digitised product being digitised is 
characterised as good or service.672 The 4 Smithsonian canons are providing very good 
insight and guidance on how to attempt the creation of a new tax and what framework 
that tax requires to efficiently operate in its designated locality. Despite the fact Smith 
wrote his 4 canons in the beginning of 1900s673, they still offer valuable assistance to 
regulators, even when the premise is designing a tax to apply to electronic commerce. 
 
2. Regulation; significant attempts so far 
 
Governments remained still for a long period of time when electronic commerce started 
developing674, and for that reason organisations such as the WTO and the OECD took 
the informal role of leading the publication of research relevant to Internet and 
electronic commerce, and especially in regards to the implications of taxation. In 1998 
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OECD published the Ottawa Taxation Framework Principles, which were meant to be the 
basis for any subsequent regulation from the EU or the US. 675  These principles were the 
starting point for Council Directive 2002/38/EC as well as the Internet Tax Freedom Act; 
that raises a point as they are looking at opposite directions. This brings into the 
discussion political and economic aspects, which are present when tax policy is to be 
created or revised, and brings the factual realisation that US took a more “hands off” 
approach, while EU, perhaps seeing it a starting the race first and gaining an advantage, 
decided to do the opposite and impose regulation by means of the aforementioned 
Directive. In the US, due to the lack of Federal coordination mainly, the Streamlined 
Sales and Use Tax project was put in place to enable a better cooperation between 
states and close any gaps in the tax regulations in relation to electronic commerce and 
out-of-state online vendors. It is a very well-thought and efficient project, but it cannot 
be utilised to its full potential as it is deemed to carry constitutional restraints, due to 
some of its elements contrasting aspects of the Quill decision.  
 
In the EU the development of regulation around Internet taxation and specifically 
consumption taxes, such as VAT, has been more active than in the US, with the very 
significant Directive 2002/38/EC, which has subsequently been extended to a 
permanent nature currently. The EU has been, more active and efficient as they 
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recognised the revenue potential in online sales, and also identified the nature of online 
sales being another type of commercial activity, which needs taxing for the jurisdiction 
in which the online seller is registered.  Even though the EU and the US currently have 
adopted different policies, the Streamlined Sales and Use Tax Project seems appears to 
be sharing the perspective and principles of the VAT scheme and potentially, a hopeful 
look into the future maybe, make the first step towards harmonisation of these two 
jurisdictions. The term harmonisation does not mean a total unification, everything 
exactly the same for both the EU and the US, but it means an approximation and 
compromise to similar principles, even if not necessarily the exact same ones. 
 
3. Policy and action for the future? 
 
This last part being the concluding remarks of the thesis, what should be reiterated is 
the hope of realising an international scheme of VAT, or similar; due to the inherent 
nature of Internet having no boundaries, such a development will enhance even further 
the development of electronic commerce. It is by no means an easy approach to 
implement, or an easy task to consider, but it may mean taking the consumption 
taxation principles back to the basics and identifying the common threads on which to 
create a homogenous scheme applicable to more than one jurisdictions. It is vital for 
law, commerce and technology, as well as the policies of developing countries 
participate to this exercise, for the result to be flexible, accurately applicable and 
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efficient. On the other hand, a more pessimistic potential is each state to try and 
regulate its own “internet” and impose just jurisdictional taxes on electronic commerce. 
This could lead to the inevitable result of double taxation, frustration for online sellers 
and consumers, and potentially damaging the further development of electronic 
commerce.  
 
The Internet will keep presenting challenges to regulatory aspects, such as taxation for 
the purpose of this thesis, as technology develops even further. As long as the relevant 
legal framework is not too slow to follow and maybe even carefully calculate, then it will 
not merely assume a reactionary role and will be possible to provide an efficient 
regulatory framework for consumption taxation for online sales. A reactionary role, will 
merely delay the expected and customary which is to tax, as efficiently as possible, any 
commercial activities, whether they are taking place online or through traditional 
channels. The States need revenue to provide for the citizens and if revenue is not 
collected efficiently and adequately, the State’s welfare provision and provisions for 
education and other important aspects cannot be supported. Realistically that is how a 
State needs to operate; revenue should be providing the means and creating the 
balance for a significant part of the labour and service provisions to the citizens, and 
that simple justification states why there is an expectation for electronic commerce to 
be taxed. According to folklore, Michael Faraday, who discovered the principle of 
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electromagnetic induction, was asked by a British politician what use electricity might 
have. Faraday replied, "I do not know what it is good for. But of one thing I am quite 
certain--someday you will tax it." This quotation is most probably a myth, but even so 
there is significant truth therein. Like electricity, that was eventually taxed, online 
commerce should be taxed; however it should be taxed fairly and efficiently and what 
should be encouraged is for tax authorities to make the most of the technology and 
infrastructure of Internet to implement successfully the necessary principles. The 
European Union has taken some steps which are concise and efficient, and with similarly 
encouraging attempts by the US, such as the Marketplace Fairness Act, it appears that 
there is momentum towards the right direction; nonetheless it will still require 
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